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RETIREMENT  INCOME  SECURITY:  CAN  THE 
BABY  BOOM  GENERATION  AFFORD  TO 
RETIRE 


TUESDAY,  SEPTEMBER  21,  1993 

House  of  Representatives, 
Committee  on  Ways  and  Means, 
Subcommittee  on  Social  Security, 

Washington,  D.C. 
The  subcommittee  met,  pursuant  to  call,  at  10:30  a.m.,  in  room 
B-318,  Raybum   House  Office  Building,  Hon.  Andy  Jacobs,  Jr. 
(chairman  of  the  subcommittee),  presiding. 

[The  press  release  announcing  the  hearing  follows:] 


FOR  IMMEDIATE  RELEASE 
MONDAY,  AUGUST  9,  1993 


PRESS  RELEASE  #6 

SUBCOMMITTEE  ON  SOCIAL  SECURITY 
COMMITTEE  ON  WAYS  AMD  MEANS 
U.S.  HOUSE  OF  REPRESENTATIVES 
1102  LONGWORTH  HOUSE  OFFICE  BLDG . 
WASHINGTON,  D.C.   2051S 
TELEPHONE:    (202)   225-9263 


THE  HONORABLE  ANDY  JACOBS,  JR.  (D.,  IND.),  CHAIRMAN, 

SUBCOMMITTEE  ON  SOCIAL  SECURITY, 

COMMITTEE  ON  WAYS  AND  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES, 

ANNOUNCES  A  HEARING  ON  RETIREMENT  INCOME  SECURITY: 

CAN  THE  BABY  BOOM  GENERATION  AFFORD  TO  RETIRE? 


The  Honorable  Andy  Jacobs,  Jr.  (D. ,  Ind.),  Chairman, 
Subcommittee  on  Social  Security,  Committee  on  Ways  and  Means, 
U.S.  House  of  Representatives,  today  announced  a  hearing  on 
retirement  income  security:   Can  the  Baby  Boom  Generation  Afford  to 
Retire?   The  focus  of  the  hearing  will  be  a  recently-completed  study 
prepared  for  the  Subcommittee  by  the  Congressional  Budget  Office 
(CBO) .   The  hearing  will  be  held  on  Tuesday,  September  21,  1993, 
beginning  at  10:30  a.m.  in  room  B-318,  Rayburn  House  Office 
Building.   Witnesses  will  testify  by  invitation  only. 

BACKGROUND: 

CBO  has  completed  a  study  which  examines  the  financial 
prospects  of  the  baby  boom  generation  in  retirement.   It  looks  at 
the  questions  that  many  Americans  are  asking:   How  much  are  baby 
boomers  saving?   What  impact  will  the  growth  of  the  service  sector 
have  on  the  availability  of  employer-provided  pensions?   What  role 
will  housing  appreciation  play  in  the  accumulation  of  retirement 
nest  eggs? 

The  CBO  study  compares  the  financial  security  of  today's 
retirees  with  that  of  those  born  in  the  baby  boom  years  --  1946 
through  1964.   The  report  looks  at  several  factors  which  influence 
retirement  income  security.   Using  those  factors,  the  study  examines 
whether  baby  boomers  are  as  well  off  today  as  their  parents  were  at 
the  same  age  and  projects  whether  they  are  likely  to  fare  as  well  as 
their  parents  in  retirement. 

In  addition  to  receiving  testimony  from  CBO,  the  Subcommittee 
will  hear  from  other  invited  witnesses  who  will  discuss  the 
accumulation  of  personal  savings  by  the  baby  boom  generation;  the 
ability  of  tomorrow's  economy  to  support  the  retirement  of  a  large 
group  of  retirees;  and  the  potential  winners  and  losers  within  the 
baby  boom  generation. 

DETAILS  FOR  SUBMISSION  OF  WRITTEN  COMMENTS; 

Any  persons  or  organizations  wishing  to  submit  a  written 
statement  for  the  printed  record  of  the  hearing  should  submit  at 
least  six  (6)  copies  of  their  statement  by  the  close  of  business, 
Tuesday,  October  5,  1993,  to  Janice  Mays,  Chief  Counsel  and  Staff 
Director,  Committee  on  Ways  and  Means,  U.S.  House  of 
Representatives,  1102  Longworth  House  Office  Building,  Washington, 
D.C.   20515.   If  those  filing  a  written  statement  wish  to  have  their 
statements  distributed  to  the  press  and  interested  public  at  the 
hearing,  they  may  deliver  100  additional  copies  for  this  purpose  to 
the  Subcommittee,  room  B-316  Rayburn  House  Office  Building,  before 
the  hearing  begins. 

FORMATTING  REQUIREMENTS: 

Each  statement  presented  for  printing  to  the  Committee  by  a  witness,  any  written  statement  or 
exhibit  submitted  for  the  printed  record  or  any  written  comments  in  response  to  a  request  for  written 
comments  must  conform  to  the  guidelines  listed  below.     Any  statement  or  exhibit  not  in  compliance  with 
these  guidelines  will  not  be  printed,  but  will  be  maintained  in  the  Committee  files  for  review  and  use  by  the 
Committee 


(MORE) 


1.  An  staUm«nts  and  any  accompanying  ajihibHs  for  printing  must  be  typed  in  »in|lc  spaca  on 
l«gal-stza  peper  and  may  not  tJtcvad  a  totaJ  of  10  pages. 

2.  Copies  of  whole  documents  submitted  as  exKibit  material  will  not  be  accepted  for  printing. 
Instead,  exhibit  material  should  be  referenced  and  quoted  or  paraphrased.    AD  exhibtt  material 
not  meeting  these  specifications  will  be  maintained  in  the  Committee  files  for  review  and  use 
by  the  Committee. 

3.  Statements  must  contain  the  name  and  capacity  in  which  the  witness  will  appear  or,  for 
written  comn^ents,  the  narrte  and  capacity  of  the  person  submitting  the  statement,  as  weO  as 
any  clients  or  persons,  or  any  organization  for  whom  the  witness  appears  or  for  whom  the 
statement  is  submitted. 

4.  A  supplemental  sheet  must  accompany  each  statement  listing  the  name,  full  address,  a 
telephone  nunrvber  where  the  witness  or  the  designated  representative  may  be  reached  and  a 
topical  outline  or  summary  of  the  comments  and  recommendations  in  the  full  statement. 
This  supplemental  sheet  will  not  be  included  in  the  printed  record. 

The  above  restrictions  and  limitations  apply  only  to  material  being  submitted  for  printing.     Statements 
and  exhibits  or  supplementary  material  submitted  solely  for  distribution  to  the  Members,  the  press  and  the 
public  during  the  course  of  a  public  hearing  may  be  submitted  in  other  forms. 


Chairman  Jacobs.  The  Social  Security  Subcommittee  hearing 
today  is,  in  essence,  on  the  future  of  the  "baby  boomers,"  and,  CBO, 
I  guess,  has  raised  expectations,  and  part  of  our  purpose  is  to  see 
if  everything  or  some  things  are  coming  up  roses  after  all. 

Our  cochairman,  Mr.  Bunning,  has  an  opening  statement. 

Mr.  Bunning. 

Mr.  Bunning.  Thank  you,  Mr.  Chairman. 

I  would  like  to  thank  you  for  looking  ahead  toward  the  retire- 
ment of  the  group  that  has  been  known  as  the  "baby  boomer  gen- 
eration." This  should  be  an  interesting  hearing. 

Historically,  retirement  security  has  been  based  on  a  three- 
legged  stool:  Social  Security,  personal  savings,  usually  in  the  form 
of  home  equity,  and  private  pensions. 

I  understand  that  the  CBO  report  is  consistent  with  that  model. 
CBO's  conclusion  that  baby  boomers  will  overall  do  better  than 
their  parents  is  a  pleasant  surprise,  and  I  am  sure  other  witnesses 
will  wish  to  comment  on  that  finding. 

What  is  not  as  surprising  is  that  education,  marital  status,  and 
home  ownership  are  the  key  to  retirement  security.  Unfortunately, 
that  paints  a  grim  picture  for  many  singles,  particularly  those  who 
have  not  been  able  to  purchase  a  home.  I  understand  that  females 
fare  the  worst. 

Unfortunately,  the  study  does  not  break  out  savings,  home  own- 
ership or  private  pensions  by  sex.  Still,  we  know  from  earnings 
data  that  women  continually  lag  behind  in  wages,  so  savings,  home 
ownership  and  private  pensions  probably  reflect  that  gap. 

I  do  want  to  comment  on  CBO's  statement  that  Social  Security 
will  probably  continue  to  be  the  single  largest  source  of  income  for 
retirees.  The  report  notes  that  an  adjustment  in  the  Social  Security 
benefit  structure  or  revenue  source  may  be  necessary  as  the  bulk 
of  the  baby  boomers  reach  retirement  age. 

CBO  goes  on  to  cite  the  trustees  report  and  concludes  that  the 
Old  Age  Survivors  Insurance  Trust  Fund  is  not  likely  to  be  ex- 
hausted until  2044.  Unfortunately,  we  on  this  committee  cannot  so 
easily  overlook  the  Disability  Insurance  Trust  Fund.  When  that  is 
taken  into  consideration,  the  point  of  insolvency  is  projected  at 
2037,  well  within  the  lifetime  of  many  of  those  bom  late  in  the 
baby  boomer  generation. 

So  I  do  not  think  that  saying  something  may  have  to  be  done  is 
very  accurate.  Something  must  be  done — ^the  question  is  what  and 
when. 

In  summary,  Mr.  Chairman,  I  think  the  pressures  this  committee 
face  are  more  serious  than  this  report  might  lead  us  to  expect. 

I  want  to  thank  today's  witnesses  for  their  contribution.  I  think 
this  subject  is  well  worth  our  attention,  and  I  thank  you  for  the 
time. 

Chairman  Jacobs.  Thank  you,  Mr.  Bunning 

Our  first  witness  is  Dr.  Reischauer,  who  heads  the  Congressional 
Budget  Office. 

You  are  very  welcome  to  the  committee,  sir,  and  you  may  proceed 
in  your  own  way. 


STATEMENT  OF  ROBERT  D.  REISCHAUER,  PHJ).,  DIRECTOR, 
CONGRESSIONAL  BUDGET  OFFICE 

Mr.  REISCHAUER.  Mr.  Chairman,  and  Mr,  Bunning,  I  appreciate 
this  opportunity  to  discuss  CBO's  recently  released  study  on  how 
the  baoy  boomers  will  fare  in  retirement. 

With  your  permission,  I  would  like  to  submit  my  prepared 
statement 

Chairman  Jacobs.  Without  objection,  it  will  be  included. 

Mr.  REISCHAUER.  [continuing].  For  the  record,  and  what  I  will  do 
this  morning  is  confine  my  remarks  to  a  summary  of  the  studjr's 
findings  with  respect  to  three  questions. 

First,  how  does  the  financial  situation  of  the  baby  boomers  com- 
pare with  that  of  their  parents  when  they  were  young  adults? 

Second,  what  is  the  financial  situation  of  the  baby  boomers'  par- 
ents as  they  approach  or  have  just  entered  their  retirement  years? 

And  third  and  finally,  as  we  look  forward,  what  special  factors 
are  likely  to  affect  the  financial  situation  of  the  baby  boomers  as 
they  approach  retirement? 

As  to  the  first  question,  baby  boomers  are  generally  financially 
better  off  than  their  parents'  generation  was  as  young  adults.  Both 
real  household  income  and  household  wealth  were  higher  on  aver- 
age for  baby  boomers  who  were  age  25  to  44  in  1989  than  was  true 
for  young  adults  age  25  to  44  three  decades  earlier. 

In  1989,  real  median  household  income  for  younger  baby 
boomers — that  is  those  who  were  25  to  34 — was  35  percent  higher 
than  it  was  for  a  similar  age  group  in  1959.  Median  household  in- 
come for  the  older  baby  boomers — those  between  the  ages  of  35  and 
44  in  1989 — ^was  53  percent  above  that  of  a  corresponding  group  30 
years  earlier. 

The  median  value  of  real  household  wealth  has  risen  by  half  for 
the  younger  age  group  and  by  about  85  percent  for  the  older  age 
group.  These  gains  in  household  income  and  wealth  reflect  the 
higher  participation  in  the  labor  force  of  women,  in  other  words, 
more  two-earner  households,  increases  in  educational  attainment, 
and  rising  productivity. 

Certain  demographic  changes,  such  as  the  increased  proportion 
of  households  now  headed  by  unmarried  individuals,  have  caused 
an  opposite  effect;  in  other  words,  they  have  tended  to  reduce  the 
income  and  wealth  of  this  baby  boomer  generation. 

Of  course,  not  all  subgroups  of  the  baby  boomer  generation  have 
shared  in  the  general  economic  improvements  of  the  past  30  years. 
Households  with  heads  age  25  to  34  without  a  high  school  degree 
had  lower  real  median  income  in  1989  than  similar  households  nad 
in  1959.  Married  couples  age  25  to  34  with  only  one  earner  re- 
ported about  two-thirds  as  much  wealth  in  1989  as  similar  house- 
holds did  in  1962.  Wealth  among  nonhomeowners  age  25  to  34  has 
not  changed  much  since  1962,  and  has  actually  declined  among 
nonhomeowners  age  35  to  44. 

Turning  to  the  second  question,  it  is  clear  that  the  cohort  age  55 
to  74  in  1989,  which  includes  most  of  the  parents  of  the  baby 
boomers,  generally  has  considerable  income  and  wealth.  These 
folks  benefited  from  strong  economic  growth  and  real  wage  growth 
through  1973,  a  major  increase  in  the  generosity  of  the  Social  Secu- 
rity system,  an  expansion  of  pension  coverage  and  benefits,  unex- 


pected  capital  gains  on  housing,  and  financial  gains  on  fixed  rate 
mortgages.  In  addition,  the  Grovemment  now  covers  a  larger  per- 
centage of  medical  expenses  for  those  over  age  65  than  was  true 
in  the  period  before  1965. 

As  a  result  of  these  developments,  fewer  of  the  elderly  find  it 
necessary  to  have  a  job  in  order  to  make  ends  meet.  Among  men 
age  62  to  64,  participation  in  the  labor  force  fell  from  73  percent 
in  1965  to  46  percent  in  1991.  For  men  age  65  and  over,  participa- 
tion rates  have  fallen  from  28  percent  to  16  percent  over  this  pe- 
riod. 

Not  surprisingly,  the  fraction  of  total  income  from  earnings  in 
those  households  with  heads  over  the  age  of  65  has  fallen  from  37 
percent  in  1958  to  just  18  percent  in  1990,  and  over  this  same  pe- 
riod, the  share  from  Social  Security  has  risen  from  22  percent  to 
around  36  percent. 

Not  all  recently-  and  soon-to-be  retired  folks  have  relatively  se- 
cure financial  situations.  Those  who  are  approaching  65,  who  are 
not  married  and  not  working,  those  households  with  heads  holding 
less  than  a  high  school  degree,  and  nonhomeowners  in  the  55  to 
64  ase  group,  tend  to  have  mr  less  income  or  wealth  than  is  typical 
for  the  average  person  in  their  cohort. 

That  the  baby  boomers  currently  have  high  incomes  and  more 
wealth  than  their  parents  did  at  a  comparable  stage  of  their  lives 
is  far  from  sufficient  evidence  to  conclude  that  the  baby  boomers 
will  have  higher  real  retirement  incomes  than  older  people  of 
today.  The  baby  boomers  are  just  entering  the  period  of  life  when 
most  of  the  financial  preparation  for  retirement  takes  place.  There- 
fore, one  must  ask  the  third  question;  namely,  what  future  develop- 
ments are  likely  to  affect  the  retirement  incomes  of  the  baby 
boomers? 

Overall,  several  factors  should  boost  the  real  retirement  incomes 
of  the  baby  boomers  above  those  of  older  people  today.  First,  as 
long  as  real  wages  grow  on  average  during  tne  next  20  to  40  years, 
the  boomers  will  have  higher  real  preretirement  earnings  than  to- 
day's older  people  had  in  their  working  years,  which  means  that 
under  current  law,  they  will  receive  higher  real  Social  Security 
benefits. 

Their  pension  benefits  will  be  higher  as  well,  and  higher  earn- 
ings will  give  them  the  capacity  to  save  more  for  their  retirement. 
Whether  Siey  actually  do  save  more  for  their  retirement,  of  course, 
is  an  unanswered  question  at  this  point. 

Second,  increases  in  women's  participation  in  the  labor  force 
imply  that  more  boomers  will  have  acquired  more  years  of  work  ex- 
perience and  greater  eligibility  for  Social  Security  and  pension  ben- 
efits. This  trend  has  been  going  on  for  several  aecades  now,  and  it 
is  expected  to  continue  into  the  future. 

Third,  the  boomers  are  more  likely  to  receive  income  from  pen- 
sions as  a  result  of  recent  changes  in  the  pension  system.  Over  the 
course  of  the  last  20  years,  we  have  lowered  the  requirements  for 
vesting,  so  now  vesting  occurs  sifter  5  years  of  working  experience, 
and  this  means  many  more  people  are  eligible  for  a  pension  than 
would  be  the  case  under  previous  10-year  vesting  requirements  or 
much  more  lenient  rules  that  were  in  place  before  the  passage  of 
ERISA. 


A  final  factor  that  should  be  remembered  is  that  the  baby 
boomers  stand  the  chance  of  inheritine  substantial  wealth  from 
their  parents.  In  other  words,  there  will  be  assets  that  their  par- 
ents will  leave  them.  This  will  be  the  first  generation  with  substan- 
tial transfers  of  wealth,  possibly. 

On  the  other  side  of  the  balance  sheet,  we  must  recognize  the  un- 
certainty that  surrounds  future  developments.  Persistently  low  sav- 
ing and  capital  investment  could  reduce  real  wage  growth  to  a 
crawl.  Changes  in  Government  tax  and  benefit  policies  could  re- 
duce future  aftertax  Social  Security  benefits  from  the  levels  that 
are  expected  under  the  current  law.  Unpredictable  demographic 
changes,  such  as  increased  divorce  rates  among  the  preretirement 
age  population,  could  also  affect  the  conclusion  that  the  incomes  of 
the  baby  boomers  when  they  reach  their  retirement  years  will  be 
higher  than  those  of  current  retirees. 

Even  if  no  imexpected  adverse  developments  take  place,  retire- 
ment will  not  be  easy  for  some  groups  of  the  baby  boomers.  Single, 
poorly  educated  baby  boomers  will  probably  face  relatively  bleak 
economic  circumstances  when  they  retire  and  could  find  themselves 
heavily  dependent  on  public  programs.  Nonhomeowners  may  be  im- 
able  to  accumulate  wealth  at  a  rate  that  is  sufficient  to  give  them 
a  comfortable  lifestyle  when  they  retire. 

One  of  the  other  witnesses  at  this  hearing,  professor  Bemheim 
will  report  on  another  study  that  concludes  most  boomers  aspire  to 
a  much  more  comfortable  retirement  than  their  parents'  generation 
did  and  as  a  result  ought  to  save  much  more  than  they  are  cur- 
rently saving  to  achieve  this  objective.  It  is  difficult  to  know  just 
what  the  boomers  will  expect  when  they  reach  retirement,  and  it 
is  more  difficult  to  project  just  how  much  they  need  to  save  to  meet 
those  aspirations. 

CBO  agrees  with  the  desirability  of  higher  saving,  both  by  baby 
boomers  and  by  the  American  population  at  lar^e.  Not  only  would 
it  have  benefits  for  the  individuals  doing  the  saving,  but,  of  course, 
higher  saving  would  help  increase  productivity  and  permit  faster 
growth  in  living  standards  that  would  benefit  all  Americans,  both 
working  generations  and  retirees. 

In  conclusion,  although  it  is  much  too  early  to  predict  the  finan- 
cial circumstances  of  the  baby  boomers  in  retirement  with  any  ac- 
curacy, the  early  signs  suggest  that  baby  boomers  will  enjoy  higher 
incomes  in  retirement  than  their  parents'  generation  currently  has, 
but  this  does  not  mean  retirement  will  meet  the  expectations  of  the 
baby  boomers.  If  the  boomers,  on  average,  simplv  reach  the  income 
of  flieir  parents'  generation,  the  economy  will  have  shown  no 
progress  and  the  standard  of  living  will  have  sta^ated.  Some 
groups,  moreover,  will  be  in  pretty  tough  shape.  What  we  have 
done  in  our  report  is  hold  a  fairly  low  standard  to  this  issue  to  try 
to  dispel  some  of  the  scare  rhetoric  that  we  are  going  to  see  an 
immiseration  of  the  elderly  population.  I  think  there  is  a  relatively 
small  chance  that  will  occur.  But  iust  how  much  better  oflT  than 
current  retirees  baby  boomers  will  be  when  they  reach  retirement 
is  still  an  open  question. 
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That  concludes  my  summary  statement.  I  will  be  happy  to  an- 
swer any  questions  that  members  of  the  subcommittee  mig^t  have. 
Chairman  Jacobs.  Thank  you  Dr.  Reischauer. 
[The  prepared  statement  and  attachments  follow:] 


Statement  of 

Robert  D.  Reischauer 

Director 

Congressional  Budget  Office 

Mr.  Chairman,  I  ^jpredate  this  opportunity  to  discuss  the  study  the 
Congressional  Budget  Office  (CBO)  has  prepared  for  this  Subcommittee  on 
how  the  baby  boomers  will  fare  in  retirement 

Many  people  are  concerned  that,  in  retirement,  the  baby-boom  genera- 
tion will  place  unduly  large  demands  on  private  and  public  resources.  One 
reason  is  the  sheer  number  of  Americans  bom  between  1946  and  1964.  This 
bulge  is  expeacd  to  raise  the  share  of  the  population  that  is  age  65  and  over 
from  about  12  percent  in  1990  to  about  20  percent  in  2030,  when  the  youngest 
baby  boomer  is  66  years  old.  Pressures  will  be  felt  in  funding  Social  Security 
and  private  pensions  and  in  providing  health  care  to  older  people.  A  second 
reason  for  the  concern  is  the  lower  saving  rates  of  recent  years,  which  reduce 
the  odds  that  sufficient  resources  will  be  available  to  provide  for  the 
retirement  of  baby  boomers. 

The  CBO  study  released  today  finds  that  baby  boomers  on  average  will 
have  at  least  as  much  real  income  and  wealth  in  retirement  as  their  parents' 
generation  now  has.  Their  saving  to  date  is  similar  to  that  of  their  parents  as 
young  adults.  As  a  whole,  baby  boomers  have  higher  real  incomes  and  more 
wealth  than  their  parents  had  as  young  adults,  although  some  demographic 
groups  have  not  fared  as  well  as  others.  For  the  most  part,  the  parents  of 
baby  boomers,  now  close  to  or  just  past  retirement  age,  seem  to  have 
adequate  financial  resources  in  retirement,  reflecting  in  part  transfer  programs 
available  to  essentially  all  of  them  and  unanticipated  gains  on  housing  assets 
rather  than  systematic  financial  planning.  As  long  as  real  wages  continue  to 
grow,  Social  Security  and  private  pensions  remain  intact,  and  health  care 
expenditures  do  not  swamp  other  gains,  most  baby  boomers  are  likely  to  enjoy 
higher  real  incomes  in  retirement  than  their  parents. 

Of  course,  it  is  a  bit  premature  to  predict  the  financial  situation  of  baby 
boomers  in  retirement.  Even  though  the  older  boomers  have  completed 
almost  half  of  their  working  years,  they  are  just  entering  the  period  of  life 
when  most  of  the  financial  preparations  for  retirement  take  place.  It  would 
not  be  surprising  to  find  different  wealth  profiles  of  baby  boomers  10  to  20 
years  from  now  as  they  get  much  closer  to  their  retirement  years  and  have 
more  information  on  which  to  base  their  saving  decisions.  Indeed,  most  of  the 
pension  benefits  and  private  assets  of  the  current  retirees  were  acquired  after 
they  were  older  than  the  boomers  are  now.  Moreover,  baby  boomers  could 
inherit  substantial  amounts  of  wealth  from  their  parents  over  the  next  20  to 
30  years. 

Recognize,  however,  that  CBO  is  asking  a  restricted  question  in  this 
study-whether  baby  boomers'  income  and  wealth  in  retirement  will  exceed 
that  of  their  parents.  The  answer  to  that  restricted  question  appears  to  be 
yes,  but  that  does  not  imply  that  baby  boomers  are  saving  enough.  If  boomers 
simply  reach  the  income  of  their  parents'  generation,  the  economy  will  show 
no  progress  and  the  standard  of  Uving  wUl  stagnate.  The  way  to  increase 
growth  is  for  baby  boomers,  their  parents,  and  the  generation  following  the 
boomers  to  save  more,  through  lower  govenunent  deficits  and  higher  rates  of 
personal  saving. 

CBO's  question  is  also  different  from  that  used  in  other  studies,  which 
generally  ask  whether  baby  boomers  will  be  satisfied  with  their  incomes  on 
retirement.  According  to  some  studies,  such  as  that  by  Professor  Bemheim 
of  Princeton  University,  satisfaction  means  that  the  material  standard  of  living 
does  not  change  at  all  on  retirement.  But  maintaining  preretirement 
consumption  is  probably  a  higher  standard  than  current  retirees  have  met,  and 
we  have  no  way  of  knowing  what  replacement  ratio  boomers  would  find 
acceptable.  CBO's  study  does  not  examine  how  boomers'  retirement  income 
or  standard  of  living  might  relate  to  their  preretirement  income. 
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These  concerns  notwithstanding,  CBO's  findings  stand  in  contrast  to  the 
claims  of  some  that  the  baby  boomers  will  face  hard  times  in  retirement 
Such  assertions  focus  on  the  slowing  of  real  wage  growth,  the  future  financial 
deterioration  of  the  Social  Security  system,  the  decline  in  defined-benefit 
pension  plans,  low  private  saving  rates,  and  possible  declines  in  the  value  of 
housing.  CBO  acknowledges  those  trends  but  also  recognizes  that  real  wages 
are  still  growing,  the  work  force  is  more  highly  educated,  and  the  participation 
rate  of  women  in  the  labor  force  has  increased.  All  of  these  factors  portend 
increases  in  household  incomes  of  baby  boomers  in  retirement,  in  part  by 
making  greater  accumulation  of  assets  possible  during  their  working  years. 


HOW  DO  BABY  BOOMERS  COMPARE 
WITH  THEIR  PARENTS  AS  YOUNG  ADULTS? 


CBO's  findings  show  that  baby  boomers  in  general  are  financially  better  off 
than  their  parents'  generation  was  as  young  adults.  Both  real  household 
income  and  the  ratio  of  household  wealth  to  income  are  higher  on  average  for 
baby  boomers  ages  25  to  44  in  1989  than  was  true  of  young  adults  ages  25  to 
44  in  1959  and  1962." 

The  advantage  of  older  boomers  is  even  greater  than  that  of  younger 
boomers.  For  the  age  group  25  to  34,  median  household  income  in  1989 
dollars  is  35  percent  higher  than  it  was  for  a  similar  group  in  1959-$30,000 
in  1989  and  $22,300  in  1959  (see  Table  1).  The  slightly  older  group,  ages  35 
to  44,  reports  substantially  larger  gains,  with  median  inflation-adjusted  house- 
hold income  53  percent  above  that  of  the  corresponding  group  in  1959,  rising 
from  $25,100  to  $38,400.  The  median  value  of  real  household  wealth  has 
risen  by  half  for  the  younger  age  group,  while  the  median  ratio  of  wealth  to 
income  has  increased  about  two-thirds.  For  the  older  group,  the  median  value 
of  real  household  wealth  has  risen  about  85  percent,  but  the  median  ratio  of 
wealth  to  income  has  not  changed  much. 

These  gains  in  household  income  and  wealth  have  come  despite  changes 
in  household  composition  that  in  some  cases  work  against  the  betterment  of 
household  finances.  For  example,  a  much  larger  share  of  households  is  now 
beaded  by  unmarried  people  who  may  be  divorced,  widowed,  or  never 
married.  In  1959,  an  uimiarried  person  headed  just  14  percent  of  households 
in  the  25-34  age  group.  By  1989,  that  proportion  had  more  than  tripled  to  46 
percent 

At  the  same  time,  more  women  in  the  labor  force  and  higher  educational 
attaiimient  for  baby  boomers  help  to  increase  household  incomes  and  wealth. 
The  proportion  of  married  couples  with  two  earners  has  risen  from  39  percent 
to  69  percent  among  households  headed  by  a  married  person  age  35  to  44. 
Also,  many  more  baby  boomers  are  completing  high  school  or  college.  The 
proportion  of  households  headed  by  a  person  age  35  to  44  with  a  high  school 
degree  has  risen  from  40  percent  to  58  percent.  For  the  same  age  group,  the 
share  of  households  headed  by  a  person  with  four  years  of  college  has  risen 
irum  1 1  percent  to  30  percent 


CongrcoiOMl  Budget  Offia:  inalyta  oT  ihe  1960  Ceiwo,  the  1990  Current  Population  Suncy  (GPS),  ttxi  the 
Survey  of  Coosumer  Finances  (SCF)  in  1962  and  1989  The  unit  o(  obtcrvuioo  used  throughout  this  study 
is  the  household,  defined  in  the  Census  and  the  CPS  to  uidude  all  people  Uvinf  in  a  dvelling  unit.  In  the  SCF, 
bonrden  arc  not  included  as  meniben  of  the  household. 
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TABLE  1.  MEDIAN  INCOME  AND  WEALTH,  BY  AGE  AND  MARITAL 
STATUS  WITH  AND  WITHOUT  CHILDREN,  1959  AND  1989, 
IN  1989  DOLLARS 


Afe  25  to  34 

Age  35  to  44 

1959 

1989 

1959 

1989 

AU  Households 
Median  Income 
Median  Wealth 

22300 
6,100 

30,000 
9,000 

25,100 
29300 

38,400 
54.200 

Not  Married 
Median  Income 
No  children 
With  chUdren 

13,000 
17.000 
8,100 

21,900 
26,000 
13300 

14,200 
16,800 
10,900 

25300 
28,700 
20,900 

Median  Wealth 
No  children 
With  children 

400 

900 

0 

1,800 
3,100 
700 

6300 
13300 
1,900 

16,700 
17,700 
7,900 

Married 
Median  Income 
No  children 
With  children 

23300 
26300 
22.700 

36.700 
44300 
34,600 

26,700 
28.000 
26300 

46,800 
50300 
46.200 

Median  Wealth 
No  children 
With  children 

7.900 
7,800 
8,000 

17300 
17,200 
18,800 

36300 
43,100 
35300 

70,100 
71,900 
70,100 

SOURCE:       Congrcaional  Budget  Office  tabulukms  luing  the  1960  Cennu  and  1990  Current  Papulation  Survey 
for  income  and  the  1962  and  1989  Survey  of  Comumer  Financo  for  wealth. 


Exceptions  to  the  general  improvement  in  the  financial  situation  of  yoimg  adults 
point  to  those  groups  that  have  not  shared  in  the  economic  prosperity  of  the  past  30 
years.  Those  households  with  heads  ages  25  to  34  without  a  high  school  degree 
report  lower  median  household  income  in  1989  than  in  1959  after  adjusting  for 
inflation,  although  today's  dropouts  probably  have  fewer  skills  than  did  those  of  the 
early  1960s  (see  Table  2)}  Households  headed  by  unmarried  individuals  ages  25  to 
34  with  children  report  median  income  about  one-third  the  size  of  married  couples 
with  children  and  about  one-twentieth  as  much  wealth.  Married  couples  ages  25  to 
34  with  only  one  earner  report  about  two-thirds  as  much  wealth  in  1989  as  in  1962. 
Wealth  among  nonhomeowners  ages  25  to  34  has  not  changed  much  since  1962  and 
has  actually  declined  among  nonhomeowners  ages  35  to  44. 

CBO  has  analyzed  only  changes  in  financial  well-being  as  measured  by  income 
and  wealth.  Thus,  our  study  does  not  address  many  "quality  of  life"  issues  that  surely 
are  of  great  importance  when  comparing  how  baby  boomers  live  today  with  how  their 
parents  lived  three  decades  ago  or  with  how  the  boomers  will  live  30  or  40  years  into 
the  future. 


A  mucti  toiaUer  peitcnlafe  of  the  populatioa  does  not  complete  high  ichool  todiy.    In  1959,  42  peiceni  of 
houKhold  hcadt  afct  2$  to  34  had  not  compteted  hifb  ichooL  This  proponion  fell  to  13  percent  in  1989. 
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TABLE  2.         MEDIAN  INCOME  AND  WEALTH,  BY  AGE  AND  NUMBER 
OF  EARNERS  AND  BY  EDUCATION,  1959  AND  1989,  IN  1989 
DOLLARS. 

Age  25  to  34                            Age  35  to  44 
1959 1989 1959 1989 

By  Number  of  Earners 

Median  Income 

Married,  one  earner  21,900  28,100  24,700  38,500 

Married,  two  earners  25,500  41,500  29,600  50,400 

Median  Wealth 

Married,  one  earner  12,600  8,100  40,700  53,400 

Married,  two  earners  5,600  28,300  34,600  92,400 

By  Education  of  Head  of  Household 

Median  Income 

No  high  school  degree  18,600  16,300  20,700  20,800 

High  school  degree  23.900  29.000  27.500  35,600 

Four  years  of  college  29,200  41,800  38,500  53,400 

Median  Wealth 

No  high  school  degree               800                 1,600               13,900  6.100 

High  school  degree                   8.600               8.300               43.200  45,600 

Four  years  of  college 23.100 28.300 68.400 102,700 

SOURCE:         Coogreoional  Budget  ORiix  ubulations  using  the  1960  Cciuiu  and  1990  Current  Population  Survey  for  income 
and  tbe  1962  and  1989  Survey  of  Consumer  Finances  for  wealth. 


The  large  increase  in  women's  participation  in  the  labor  force  in  recent 
decades  may  mean  more  family  income  and  many  more  opportimities  for 
women  today  and  in  the  future.  At  the  same  time,  this  development  also 
imposes  strains  on  families  who  must  set  up  child  care  arrangements  outside 
the  home  and  juggle  the  needs  of  all  family  members  during  the  few  hours  of 
family  time  that  remain  each  week.  Moreover,  improvements  in  medical  care, 
automobile  safety,  housing,  and  consumer  electronics  have  been  remarkable 
but  cannot  be  measured  in  a  study  such  as  this.  Similarly,  deterioration  of  the 
environment  and  an  increase  in  crime  rates  cannot  be  quantified  but  may 
have  high  costs  in  terms  of  health,  safety,  and  enjoyment. 


WHAT  IS  THE  FINANCL^J.  SITUATION  OF 

THOSE  CLOSE  TO  OR  JUST  PAST  RETIREMENT  TODAY? 


The  cohort  that  includes  parents  of  the  baby  boomers,  defined  to  be  older 
people  ages  55  to  74  in  1989.  in  general  has  considerable  income  and  wealth. 
These  older  people  benefited  from  strong  economic  growth  and  real  wage 
growth  until  1973.  though  real  wages  have  grown  only  a  little  since  then. 
Social  Security  benefits  have  expanded  greatly  over  the  past  few  decades, 
pension  coverage  and  benefits  for  recent  reUrees  have  been  rising,  and 
unexpected  capital  gains  on  housing  and  financial  gains  on  fixed-rate 
mortgages  have  given  many  older  households  a  welcome  financial  boost.  For 
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those  age  65  or  over,  the  government  covers  a  large  ptercentage  of  medical 
expenses  through  the  Medicare  program. 

One  indicator  of  the  financial  circumstances  of  older  adults  is  the 
relatively  small  share  of  total  income  from  eamings-perhaps  a  signal  that  the 
elderly  do  not  find  it  necessary  to  have  a  job  in  order  to  make  ends  meet.  In 

1990,  just  18  percent  of  the  total  income  of  households  with  heads  age  65  and 
older  came  from  earnings,  down  from  37  percent  in  1958. 

That  decline  in  the  share  of  income  from  earnings  can  be  associated  with 
both  the  rise  in  Social  Security  benefits  and  with  declines  in  participation  in 
the  labor  force.  In  1990,  36  percent  of  the  total  income  of  the  elderly  came 
from  Social  Security,  up  from  22  percent  in  1958.  The  relative  importance  of 
other  sources  of  income  has  not  changed  much  since  1958.  The  share  of 
income  from  assets  has  risen  from  23  percent  to  25  percent,  while  the  share 
of  pensions  has  increased  from  14  percent  to  18  percent.  The  share  of  public 
assistance  dropped  from  5  jjercent  to  2  percent. 

Qosely  related  to  the  decline  in  the  share  of  income  from  earnings  over 
the  past  few  decades  is  the  decline  in  the  rate  of  participation  in  the  labor 
force  among  people  55  and  older.  In  1965,  85  percent  of  men  ages  55  to  64 
were  in  the  labor  force,  but  that  proportion  had  dropped  to  67  percent  by 

1991.  Among  men  ages  62  to  64,  participation  in  the  labor  force  fell  from  73 
Jjercent  in  1965  to  46  percent  in  1991.  For  men  age  65  and  over,  participation 
rates  fell  from  28  percent  in  1965  to  16  percent  in  1991.  Women  ages  55  to 
64  show  small  increases  in  labor  force  participation  over  this  same  period, 
from  41  percent  to  45  percent.  Among  women  age  65  and  over,  the  rate  fell 
slightly  from  10  percent  in  1965  to  9  percent  in  1991. 

Some  notable  exceptions  mar  that  optimistic  picture  of  recent  and  soon- 
to-be  retirees.  Those  who  are  55  to  64,  not  married,  and  not  working  report 
substantially  lower  median  incomes  and  wealth  than  does  the  median 
household  in  the  cohort.  Households  with  heads  holding  less  than  a  high 
school  degree  report  about  one-third  of  the  median  income  and  less  than  one- 
qucuter  of  the  median  wealth  of  households  with  heads  of  household  who 
completed  four  yesirs  of  college.  Median  wealth  for  nonhomeowners  in  the 
55-64  age  group  is  less  than  one-hundredth  of  the  median  wealth  (including 
housing  equity)  of  homeowners  in  this  age  group.  In  the  65-74  age  group, 
median  wealth  for  nonhomeowners  is  less  than  one-fiftieth  of  the  median 
wealth  of  homeowners. 


LjOOKING  ahead  to  the  FINANCIAL 
CIRCUMSTANCES  OF  BABY  BOOMERS  IN  RETIREMENT 


Overall,  CBO  expects  that  baby  boomers  will  have  higher  real  retirement 
incomes  than  older  people  today  for  a  variety  of  reasons. 

o  First,  as  long  as  real  wage  growth  is  positive  on  average  during  the 
next  20  to  40  years,  boomers  will  have  higher  real  preretirement 
earnings  than  today's  older  people  had  in  their  working  years. 
Under  current  law,  this  growth  will  increase  the  level  of  boomers' 
Social  Security  benefits.  Pension  benefits  will  be  higher  as  well, 
and  higher  earnings  now  will  enable  them  to  save  more  for 
retirement. 
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Second,  increases  in  women's  participation  in  the  labor  force  imply 
that  more  boomers  will  have  acquired  more  years  of  work  experi- 
ence before  retirement  Not  only  will  more  women  be  eligible  for 
their  own  Social  Security  and  pension  benefits,  but  also  their 
income  from  these  sources  in  some  cases  will  be  higher. 

Third,  boomers  will  be  more  likely  to  receive  income  from 
pensions  as  a  result  of  recent  changes  in  the  pension  system. 

Finally,  baby  boomers  may  inherit  substantial  wealth  from  their 
parents. 


Several  caveats  must  accompany  these  optimistic  findings.  One  of  the 
most  important  assumptions  leading  to  these  results  is  that  wages  will  grow 
more  rapidly  than  prices  during  the  next  40  years.  Although  most  growth  in 
real  wages  in  the  long  run  comes  from  technical  progress,  low  saving  and 
capital  investment  will  reduce  the  growth  of  real  wages.  In  addition,  changes 
in  government  tax  and  benefit  policies  could  affect  these  conclusions. 
Changes  that  increase  taxes  or  reduce  benefits  could  leave  retirees  vnth  lower 
discretionary  income.  For  example,  during  the  next  three  or  four  decades,  as 
the  proportion  of  retirees  in  the  population  rises,  Social  Security  taxes  could 
be  raised  or  benefits  could  be  reduced.  In  addition,  benefits  and  financing  of 
Medicare  may  be  altered  as  part  of  the  current  effort  to  reduce  the  deficit, 
and  possibly  as  part  of  general  health  care  reform. 

Although  the  future  looks  bright  for  those  who  are  well  educated,  it  is 
somewhat  gloomy  for  those  with  few  marketable  skills.  The  baby  boomers  are 
one  of  the  most  highly  educated  cohorts  in  history,  with  one  of  every  four 
completing  four  years  of  college  as  of  1989.  Those  with  a  college  education 
can  expect  higher  incomes,  faster  wage  growth,  and  more  resources  available 
for  saving.  However,  the  prospects  of  earning  a  decent  wage  are  much  poorer 
for  those  without  skills  valued  by  the  marketplace.  The  job  opportunities  for 
those  without  a  college  education  or  technical  skiUs  will  probably  continue  to 
shrink  in  the  future  as  the  workplace  puts  a  growing  premium  on  advanced 
skills  and  training. 

Marital  status  is  also  important  in  determining  financial  well-being  both 
before  and  after  retirement,  especially  for  women.  Being  married  today 
usually  means  having  two  incomes  and  sharing  many  expenses,  with  housing 
among  the  most  significant  Fringe  benefits,  particularly  health  insurance 
coverage,  are  usually  better  for  married  couples  than  for  single  people 
because  the  gaps  in  one  spouse's  benefits  are  ofren  fiUed  by  the  other's. 
These  financial  benefits  continue  in  the  retirement  years,  and  under  current 
law  a  significant  percentage  of  wives  also  receive  more  generous  Social 
Security  payments  based  on  their  husband's  work  history  rather  than  their 
own.  Widows  especially  gain  from  their  husband's  more  extensive  work 
history. 

Home  ownership  may  be  an  important  indicator  of  the  potential  for 
lifetime  earnings,  and  at  least  in  the  past  has  contributed  to  wealth  through 
sizable  capital  gains  on  housing  assets.  Homeowners  lo  date  have  accumulat- 
ed significantly  more  wealth  than  nonhomeowners,  although  this  may  reflect 
the  relationship  between  income  and  wealth  rather  than  between  home 
ownership  and  wealth.  If  this  continues  to  be  true  in  the  future,  those  who 
are  unable  to  buy  a  home  as  young  adults  might  be  less  financially  well  off  in 
retirement  than  those  who  could  afford  to  become  homeowners.  Although 
CBO  cannot  forecast  whether  housing  will  continue  to  be  a  good  investment 
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in  the  years  to  come,  we  have  found  that  households  headed  by  older  people 
who  own  their  homes  tend  to  be  financially  better  off  in  retirement. 

Two  implications  emerge.  The  first  is  that  single,  poorly  educated  baby 
boomers  may  face  a  bleak  economic  future,  depending  heavily  on  public 
programs.  The  current  cohort  of  retirees  also  faces  this  prospect.  The  second 
is  that  nonhomeowners  may  be  unable  to  accumulate  wealth  at  a  rate  that  is 
sufficient  to  give  them  a  comfortable  lifestyle  in  retirement.  Although  most 
baby  boomers  will  enjoy  higher  incomes  and  more  wealth  than  their  parents, 
some  typ>es  of  households  will  be  struggling  to  make  ends  meet 


SPECIAL  FACTORS  THAT  WILL  AFFECT 

THE  nNANCL\L  SITUATION  OF  RETIRED  BABY  BOOMERS 


The  rate  at  which  the  economy  grows  o^er  the  next  few  decades  and  the 
provision  of  baby  boomers  for  their  own  retirement  will  have  a  large  influence 
on  the  financial  circumstances  of  baby  boomers  in  retirement. 


Trends  in  Economic  Performance  and  Social  Support  Programs 

Sluggish  economic  growth  in  this  country  over  the  next  20  to  40  years  could 
reduce  the  ability  of  households  to  save  for  retirement,  both  privately  and 
through  employment-based  pension  plans.  Slow  economic  growth  together 
with  the  changing  demographic  composition  of  the  population  could  also 
endanger  the  ability  of  the  government  to  maintain  social  support  programs. 

Productivity  growth,  which  is  the  main  factor  determining  real  wage 
growth,  has  slowed  in  recent  decades  relative  to  the  1950s  and  1960s,  and  no 
clear  sign  of  a  pickup  is  in  sight.  Households  may  save  less  as  a  result  of 
slower  growth  in  national  income,  and  firms  will  find  it  more  difficult  to 
provide  jobs  with  high  wages  and  significant  fringe  benefits  such  as  pension 
plans  and  health  insurance. 

At  the  same  time,  sluggish  economic  growth  in  the  long  term  will  make 
reducing  the  federal  deficit  more  difficult  and  funding  for  social  support 
programs  more  problematic.  Tax  revenues  are  lower  during  {)eriods  of  slow 
growth,  and  demands  for  government  support  programs  are  higher.  Lower 
revenues  and  increased  expenses  will  push  federal  deficits  higher  and  further 
impinge  on  long-term  economic  growth.  Government  programs  such  as  Social  . 
Security  and  medical  services  for  the  elderly  could  face  stiff  fiscal  opposition 
even  before  most  baby  boomers  reach  retirement  age. 

The  changing  age  composition  of  the  population  may  also  imply  trouble 
ahead  for  maintaining  social  supp)ort  programs  for  older  people.  Programs 
such  as  Social  Security  and  Medicare  rely  on  payroll  taxes  on  current  workers 
to  support  retirees.  The  ratio  of  the  retired  to  the  working  population 
(proxied  by  the  ratio  of  those  age  65  and  over  to  those  ages  20  to  64)  is 
projected  to  rise  from  21  in  1990  to  .27  in  2020  and  then  reach  a  high  of  .37 
in  2035  when  the  oldest  baby  boomers  are  almost  90  and  the  youngest 
boomers  are  just  past  70.  Fewer  workers  supporting  more  retirees  may 
generate  pressure  to  reduce  benefits  or  increase  payments  made  by  elderly 
recipients.  However,  such  pressure  could  be  countered  in  part  as  the  elderly 
become  an  even  stronger  voting  block.  On  the  bright  side,  the  overall 
dependency  ratio-both  the  aged  and  the  young  relative  to  workers-will  rise 
much  more  slowly. 
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Private  Efforts  to  Provide  for  Retirement 

Declines  in  household  saving  rates  over  the  past  decade  or  two  and  uncertain- 
ty about  the  availability  of  housing  wealth  to  finance  retirement  expenses  have 
been  a  source  of  concern  about  how  well  prepared  households  are  for  retire- 
ment. 

In  recent  years,  saving  out  of  disposable  income-the  personal  saving  rate- 
-declined  to  levels  well  below  those  of  earlier  decades.  The  adjusted  personal 
saving  rate  fell  from  7.1  percent  in  the  1960s  to  6.1  percent  in  the  1980s. 
Results  from  household  surveys  suggest  a  significant  drop  in  saving  rates  in 
the  1980s  by  households  with  heads  ages  45  to  64,  the  cohort  that  is  now  close 
to  or  just  past  retirement  age. 

Whether  or  not  baby  boomers  are  saving  enough  to  provide  for  their 
retirement  depends  to  a  great  extent  on  the  standard  of  comparison.  A  recent 
study  of  saving  by  Professor  Bemheim  claims  that,  on  average,  baby-boomer 
households  are  saving  only  34  percent  as  much  as  they  should  to  maintain 
their  preretirement  level  of  consumption  in  retirement.  The  study  assumes 
that  Social  Security  benefits  will  continue  at  current  levels,  ignores  housing 
wealth  as  a  component  of  total  wealth,  and  carefully  models  job  changes, 
pension  benefits,  and  family  composition.  When  housing  wealth  is  included, 
Bemheim  finds  that  boomers  on  average  are  saving  84  percent  as  much  as 
they  should  to  maintain  consumptioa 

Although  the  findings  about  the  adequacy  of  saving  may  be  valid  under 
the  assumptions  of  that  analysis,  the  question  posed  in  this  study  is  whether 
baby  boomers  will  have  higher  real  incomes  in  retirement  than  their  parents. 
Even  though  baby  boomers  are  not  accumulating  assets  fast  enough  to 
maintain  their  preretirement  levels  of  consumption,  they  may  do  better  than 
their  parents  in  retirement 

For  two  reasons,  the  role  of  home  ownership  and  housing  wealth  is  an 
important  issue  in  assessing  private  provision  for  retirement.  First,  the 
parents  of  baby  boomers  enjoyed  strong  housing  capital  gains  that  led  to 
unanticipated  appreciation  of  their  housing  assets,  but  baby  boomers  should 
not  expect  similar  gains.  Some  analysts  even  fear  a  sharp  decline  in  real 
housing  values.  Second,  some  analysts  question  whether  households  view 
housing  wealth  as  being  available  to  finance  retirement  expenses.  Some  argue 
that  households  do  not  appear  to  reduce  housing  equity  as  they  age  and 
therefore  do  not  finance  living  expenses  from  housing  equity.  Others  counter 
that  housing  equity  can  be  used  if  needed,  that  more  financial  instruments  are 
becoming  available  to  allow  tapping  housing  equity,  and  that  households  do 
in  fact  reduce  housing  equity  in  the  year  or  two  before  death.  For  the 
purposes  of  this  study,  housing  wealth  is  included  as  part  of  total  wealth. 


CONCLUSION 


It  is  much  too  early  to  predict  the  financial  circumstances  of  baby  boomers  in 
retirement  with  any  accuracy.  Nevertheless,  for  the  average  boomer,  the  early 
signs  are  moderately  encouraging.  As  long  as  the  economy  continues  to  grow 
so  that  real  incomes  continue  to  rise,  public  and  private  pension  systems 
remain  intact,  and  health  care  costs  do  not  explode,  baby  boomers  should 
enjoy  higher  real  incomes  in  retirement  than  their  parents'  generation 
currently  does.  But  for  some,  as  I  have  discussed,  the  outlook  is  considerably 
worse. 
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Chairman  Jacobs.  Mr.  Bunning. 

Mr.  BuNNmc  Thank  you,  Mr.  Chairman. 

Is  CBO  optimistic?  I  am  having  difficulty  getting  from  you 
whether  you  are  optimistic  about  the  retirement  income  of  the  baby 
boomers  or  whether  you  are  not. 

Are  they  going  to  have  more  money  or  are  they  going  to  have 
more  dollars  to  spend?  Are  they  going  to  be  able  to  live  better  than 
their  parents? 

In  other  words,  with  inflation  built  in,  are  they  going  to  be  able 
to  live  at  a  higher  standard  in  retirement  than  the  prior  genera- 
tion? 

Mr.  Reischauer.  All  of  these  numbers  are  adjusted  for  changes 
in  inflation,  so  they  suggest  rising  real  standards  of  living  for  re- 
tired populations. 

Mr.  Bunning.  Real  standards? 

Mr.  Reischauer.  Yes. 

Mr.  Bunning.  Your  report  notes  an  adjustment  in  the  benefit 
structure  of  revenue  sources  may  be  necessary  as  the  bulk  of  the 
boomers  reach  retirement  age.  Even  for  CBO,  isn't  "may"  a  little 
cautious? 

On  a  combined  basis,  the  OASDI  Trust  Fund  will  be  bankrupt 
by  the  year  2037,  well  within  the  retirement  age  of  those  born  late 
in  the  boomer  years;  is  that  true  or  not  true? 

Mr.  Reischauer.  That  is  true,  but  it  is  very  difficult  to  make 
long-run  projections  of  this  sort,  and  many  things  could  change. 
Population  growth  rates  could  change,  productivity  growth  could 
change,  over  a  period  as  long  as  this — a  40-year  period. 

And  just  to  illustrate  that,  let  me  note  that  in  1958,  when  the 
Social  Security  Administration  was  doing  projections  of  what  the 
trust  funds  would  look  like  in  the  year  1990,  they  projected  that 
the  total  population  of  the  United  States  would  be  somewhere  be- 
tween 253  and  292  million  people,  and,  of  course,  at  that  time, 
most  of  the  people  who  were  going  to  be  alive  in  1990  had  already 
been  bom. 

It  turned  out  that  the  population  in  1990,  according  to  the  1990 
census,  was  250  million,  3  million  below  the  low  projection  of  the 
Social  Security  Administration.  So  there  is  a  great  deal  of  uncer- 
tainty in  these  types  of  projections,  especially  when  we  look  out  for 
a  period  of  20  or  30  years.  And  that  is  why  we  are  cautious  and 
put  in  the  word  "may." 

Mr.  Bunning.  Does  this  CBO  report  also  reflect  the  changes  in 
the  Tax  Code  that  took  place  under  the  new  reconciliation  bill?  The 
Social  Security  benefits  of  certain  groups  of  seniors  will  be  at  a 
higher  tax  rate.  A  larger  portion  of  the  benefits  will  be  taxed  at  a 
higher  rate,  in  other  words  from  50  to  85  percent? 

Mr.  Reischauer.  Right,  right.  We  are  talking,  at  this  point,  of 
an  increase  in  taxation  on  the  top  12  to  13  percent  of  the  elderly. 
In  other  words,  the  folks  who  are  really  quite  well  off. 

Mr.  Bunning.  Doesn't  your  same  report  say  you  are  trying  to  en- 
courage savings  and  investment?  If  we  are  trying  to  do  that,  then 
it  is  kind  of  self-defeating  to  tax  those  who  have  done  the  job  that 
we  are  trying  to  preach.  If  they  save,  they  will  be  penalized  by  the 
public  Social  Security  system. 
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Mr.  Reischauer.  Well,  this  is  a  difficult  issue  of  public  policy, 
which  has  to  do  with  distribution  of  taxes.  If  you  don't  tax  the  peo- 
ple who  have  accumulated  assets  and  have  nigh  income,  and  you 
want  to  keep  revenues  the  same,  then  you  have  to  tax  those  people 
who  generally  have  lower  incomes.  And  then  we  could  be  here  dis- 
cussing the  lact  that  if  you  tax  them,  they  won't  have  the  where- 
withal to  save. 

Mr.  BUNNING.  I  understand  that,  but  was  that  consideration 
taken  into  account  in  your  report?  Are  you  talking  about  13  or  15 
percent  of  the  higher-income  seniors  who  are  going  to  pay  a  larger 
portion  of  the  tax;  was  that  taken  into  consideration? 

Mr.  Reischauer.  This  study  deals  with,  in  a  sense,  pretax  in- 
come. How  society  chooses  to  distribute  the  burden  of  paying  for 
public  services  is  really  beyond  the  scope  of  this  study. 

We  could  decide,  as  we  decided  during  the  period  following  World 
War  II,  to  lower  tax  rates  on  elderly  people  vis-a-vis  working-age 
populations,  or  we  could  reverse  that  as  we  have  done  since  1982. 
I  think  that  is  an  open  question. 

The  Nation's  policy  seems  to  move  first  in  one  direction  and  then 
in  another  direction,  but  it  is  still  true  that  by  and  large  for  people 
with  equal  incomes,  we  tax  the  elderly  less  heavily  than  we  tax  the 
working-age  population. 

Mr.  Running.  Let  me  talk  about  home  equity.  Can  you  elaborate 
a  little  on  that? 

It  is  surprising  that  median  homeowners  over  55  had  zero  hous- 
ing liabilities  in  the  report.  This  is  unexpected,  given  the  popu- 
larity of  home  equity  loans,  particularly  since  the  interest  rates 
have  stayed  low  and  have  been  to  the  point  where  many  people 
have  refinanced. 

Mr.  Reischauer.  A  median  is  not  a  statistic  that  shows  every  di- 
mension that  one  might  want  to  examine.  What  it  does  is  it  splits 
the  population  gfroup  into  halves.  So  you  could  have  49  percent  of 
the  population  with  liabilities — mortgages  and  home  equity  loans — 
and  51  percent  without,  and  the  median  would  be  zero,  which  is, 
in  fact,  what  the  case  is  here.  In  fact,  the  average  unit,  I  believe, 
had  roughly  $20,000  of  liability  against  their  home. 

Mr.  Running.  One  followup  and  then  I  will  yield  to  someone  else. 

Do  you  disagrree  or  ag^ee  with  Gary  Shilling's  quote  in  Money 
Magazine  that  home  equity  loans  have  reduced  the  value  of  home 
equity  by  some  22  percent  over  the  past  10  years?  Do  you  think 
that  is  factual  or  not  factual? 

Mr.  Reischauer.  I  have  not  examined  that  number,  but  it  would 
not  surprise  me  at  all. 

Mr.  Running.  Thank  you. 

Chairman  Jacobs.  Mr.  Reynolds. 

Mr.  Reynolds.  I  have  no  questions,  Mr.  Chairman. 

Chairman  Jacobs.  Mr.  LaRocco. 

Mr.  LaRocco.  Thank  you,  Mr.  Chairman,  I  appreciate  your  let- 
ting me  sit  in  on  the  hearing.  I  have  had  a  keen  interest  in  the 
savings  rate  issue  and  am  trying  in  some  ways  to  get  my  arms 
around  the  issue  of  the  propensity  to  save. 

One  question.  Dr.  Reischauer.  In  the  1980s,  we  had  lower  taxes, 
higher  interest  rates  and  lower  personal  savings,  private  savings, 
in  the  United  States.  If  we  continue  on  this  trend,  what  effect  will 
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that  have  on  the  retirement  system,  and  has  your  research  shown 
any  indication  why  there  is  this  lower  propensity  to  save  among 
baby  boomers? 

Mr.  Reischauer.  Let  me  start  with  the  last  piece  of  your  ques- 
tion first.  The  evidence  that  we  have  about  the  fall  in  personal  sav- 
ing rates  during  the  1980s  suggests  that  most  of  the  reduction  in 
saving  rates  occurred  not  among  the  baby  boomer  age  cohorts,  but, 
in  fact  among  the  age  cohorts  that  could  be  classified  as  the  par- 
ents 01  the  baby  boomer  generation. 

These  were  the  folks  who  might  have  seen  the  value  of  their  as- 
sets— ^their  home,  their  pension,  expected  pension  benefits,  their  ex- 
pected Social  Security  benefits — ^nse  so  unexpectedly  as  they  ap- 
proached their  retirement  years  that  they  said,  "I  don't  want  to  be 
that  much  better  off  in  retirement  than  I  was  in  m^  preretirement 
years,  I  will  save  less;  I  will  enjoy  myself  more  during  my  50s,  late 
40s,  and  early  GOs." 

It  turns  out  that  the  baby  boomer  generations  had  very  small  re- 
ductions in  their  saving  rate.  So  that  is  the  factual  groundwork  for 
the  next  part  of  your  question,  which  is:  What  will  happen  if  na- 
tional saving  is  low  in  the  future? 

The  answer  is  that  we  will  accumulate  much  less  in  the  way  of 
capital,  productivity  growth  will  probably  continue  to  progress  at  a 
very  slow  rate,  and  standards  of  living  will  rise  very  slowly  relative 
to  now  they  rose  during  the  1950s,  1960s  and  the  early  part  of  the 
1970s.  And  if  the  United  States'  behavior  in  this  respect  differs 
substantially  from  that  of  the  rest  of  the  world,  we  will  see  our 
standard  of  living  gradually  slip  below  those  of  many  Western  in- 
dustrialized countries  and  Japan. 

Mr,  LaRocco.  Did  you  note  any  public  policy  changes  that  have 
affected  the  low  savings  rate  in  your  analysis? 

Mr.  Reischauer.  No,  we  did  not,  but  we  have  spent  a  good  deal 
of  our  effort  trying  to  point  out  the  fact  that  lower  personal  saving 
is  one-half  of  this  problem  of  low  national  saving.  The  other  half 
is  increased  Government  "dissaving,"  in  other  words,  increased 
Government  deficits.  To  address  the  national  saving  issue,  we  real- 
ly should,  as  participants  in  the  public  policy  arena,  try  to  reduce 
the  Federal  deficit,  reduce  Government  "dissaving." 

As  you  point  out,  we  went  through  a  national  experiment  during 
the  1980s,  trying  to  encourage  private  individuals  to  save  more.  We 
lowered  taxes  on  capital  income;  real  rates  of  return,  particularly 
real  interest  rates  were  extremely  high;  we  instituted  various  en- 
couragements, inducements,  bribes,  whatever,  in  the  form  of  IRAs 
or  all-saver  accounts;  and  while  these  might  have  had  some  effect, 
they  certEiinly  did  not  have  enough  of  an  effect  to  offset  the  other 
factors  that  were  depressing  personal  saving. 

Mr.  LaRocco.  Well,  thank  you  very  much. 

And  I  thank  the  chairman  for  allowing  me  to  sit  in  and  ask  a 
couple  of  questions. 

Thank  you. 

Chairman  Jacobs.  Dr.  Reischauer,  one  of  the  headline-grabbing 
conclusions  of  your  study  was  that  the  baby  boomers  would  not 
have  such  a  dismal  future  in  retirement  as  most  people  have  as- 
sumed, and  reaching  that  indication,  you  assert  in  your  report  that 
they  are  better  off  financially,  income-wise,  than  their  parents. 
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There  is  an  old  saying  that  two  can  Hve  more  cheaply  than  one, 
if  one  does  not  eat.  And  I  am  wondering  if  the  obverse  of  that  in 
your  report  might  be  that  two  can  live  much  better  than  one  if 
both,  rather  than  one,  have  a  paying  job.  Would  that  be  a  fair  sum- 
mation? 

Mr.  Reischauer.  There  is  no  question  about  that. 

Chairman  Jacobs.  So  it  is  not  manna  from  heaven  necessarily. 
If  you  work  more  hours,  chances  are  you  will  have  more  income. 

The  other  thing  that  occurred  to  me:  it  has  been  discussed  prob- 
ably sufficiently  about  the  savings  rate  of  our  country,  the 
consumer  society,  as  it  were,  and  the  comparisons  between  the  Jap- 
anese society  and  the  United  States  society  in  terms  of  postponing 
gratification. 

I  think  a  woman  wrote  a  novel  a  few  years  ago  in  which  she  used 
the  phrase  to  describe  our  condition  "instant  gratification  takes  too 
long."  But  you  say  that  future  saving  is  an  unanswered  question. 
They  tell  me  in  Oklahoma,  if  they  want  to  know  what  a  cowboy 
will  do  when  he  is  drunk,  they  find  out  what  he  did  the  last  time 
he  was  drunk. 

Can  you  not  infer?  Is  our  character  improving?  Or  can  vou  not 
answer  the  question  that  in  human  affairs  that  usually  does  not 
happen  when  you  are  on  a  downhill  slide?  What  do  you  have  to  say 
about  that? 

Mr.  Reischauer.  What  I  would  have  to  say  relates  to  my  answer 
to  the  earlier  question:  if  the  baby  boomers  themselves  nave  not 
had  a  sharp  falloflf  in  their  personal  saving  rate,  we  should  not  nec- 
essarily attribute  the  behavior  of  their  parents  to  them  when  they 
become  their  parents'  age,  because  many,  many  things  are  dif- 
ferent. 

Some  of  these  have  been  pointed  out  by  others  and  are  pointed 
out  in  our  report.  For  instance,  many  of  these  baby  boomers  have 
delayed  having  children,  and  they  are  going  to  be  financing  college 
educations  for  their  children  in  later  years  of  their  lives.  But,  on 
the  other  hand,  they  are  also  going  to  oe  in  a  situation  where  they 
have  two  parents  working.  And  they  are  going  to  know  that  the 
probability  of  that  second  earner  getting  a  private  pension  is  going 
to  be  much  higher  than  was  the  case  for  previous  generations. 

So  we  have  factors  going  in  many  different  directions  that  should 
influence  saving  behavior,  and  I  think  it  is  just  very  hard  to  make 
a  responsible  prediction,  especially  because  nobody  in  the  late 
1970s  predicted  what  was  going  to  happen  in  the  1980s.  No  econo- 
mists did. 

Chairman  Jacobs.  Did  you  take  into  account  some  of  the  jeop- 
ardy that  we  know  about  with  regard  to  private  pension  funding 
right  now? 

Mr.  Ri«:isCHAUER.  No,  we  did  not.  Remember,  the  system  overall 
has  probably  become  more  secure,  not  less  secure,  in  the  sense  that 
the  Pension  Benefit  Guaranty  Corporation  is  there  to  perform  a 
safety-net  function  on  defined  benefit  plans,  and  there  is  an  in- 
creasing tendency  for  pensions  to  take  the  form  of  defined-contribu- 
tion  plans.  There  is  also  more  retirement  savings  going  on  in 
401(k)  plans  and  403(b)  plans  and  various  devices  that  simply  did 
not  exist  before  the  early  1980s. 
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Chairman  Jacobs.  I  appreciate  all  that,  but  I  was  talking  about 
the  capacity  of  the  various  pension  plans  to  meet  their  obligations 
in  the  future.  There  is  some  question  about  that,  isn't  there? 

Mr.  Reischauer.  That  is  true,  but  we  do  not  have  any  way  of 
forecasting  what  will  happen  to  the  Chrysler  pension  plan  in  the 
year  2020. 

Chairman  Jacobs.  Did  you  examine — ^you  mentioned 

Mr.  Reischauer.  Or  the  other  companies  that  are  in  trouble. 

Chairman  JACOBS.  Yes,  sir.  You  mentioned  inheritance  as  a  fac- 
tor in  the  hoped  for  well-being  in  the  retirement  years  for  baby 
boomers.  What  percent  of  present  retirees  who  have  children  in  the 
baby  boom  generation  have  anything  to  leave,  if  a  large  percent  of 
them  are  living  entirely  off  their  Social  Security  benefits? 

Mr.  Reischauer.  Let  me  just  say  the  conclusion  we  reach  in  our 
study  does  not  factor  in  a  specific  amount  for  expected  inheritance. 
That  is  just  one  of  the  factors  we  point  out  that  is  on  the  positive 
side  for  this  generation. 

But  if  you  think  of  the  parents  of  the  baby  boomers  having  large- 
ly home  equity  to  leave  to  their  children 

Chairman  Jacobs.  What  percent  of  the  present  retirees  would 
have  home  equity  to  leave? 

Mr.  Reischauer.  Well  over  half  We  are  talking  probably  close 
to  70  percent. 

Chairman  Jacobs.  You  drive  a  car,  don't  you,  doctor? 

Mr.  Reischauer.  Excuse  me? 

Chairman  Jacobs.  You  drive  an  automobile,  don't  you? 

Mr.  Reischauer.  Yes,  I  do. 

Chairman  Jacobs.  You  have  probably  seen  the  bumper  sticker 
"We  Are  Spending  Our  Children's  Inheritance,"  haven't  you? 

Mr.  Reischauer.  Yes,  but  usually  it  is  on  a  car  headed  to  Flor- 
ida, so  I  am  a  little  skeptical. 

Chairman  Jacobs.  Money  goes  one  way  or  another,  I  guess. 

Well,  finally,  how  do  vou  factor  in  the  narcotic  of  the  national 
debt  in  all  this,  the  well-being  of  our  boomers  in  retirement? 

Mr.  Reischauer.  Well,  that  plays  into  the  issue  of  national  sav- 
ing and  how  much  investment  this  country  is  going  to  do.  If  we  ad- 
dress the  deficit  problem  over  the  course  of  the  next  5  to  10  years, 
the  economy  will  be  stronger,  the  capacity  of  the  working  genera- 
tions will  be  greater  to  support  those  in  retirement,  and  tnere  will 
probably  be  less  intergenerational  tension  between  those  receiving 
Social  Security  benefits  and  those  paying  Social  Security  taxes.  So 
I  think  it  is  a  key  element  to  this  equation. 

Chairman  Jacobs.  Well,  a  part  of  the  national  debt,  of  course,  is 
owed  to  the  Social  SecuriW  system,  and  with  the  explosion  of  in- 
debtedness of  our  Nation  for  its  official  business  to  foreign  nation- 
als, and  since  1984,  when  by  unpublicized  intrigue,  taxation  was 
forgiven  foreign  nationals  on  income  from  portfolio  investments  on 
the  United  States,  and  given  the  climate  that  if  anybody  speaks  of 
retiring  the  national  debt  he  or  she  is  announced  as  an  enemy  of 
the  people  because,  unfortunately,  it  cannot  be  paid  off  with  any- 
thing but  money,  don't  you  factor  that  in? 

Mr.  Reischauer.  I  don't  think  we  have  to  set  as  an  objective  the 
retirement  of,  or  the  reduction  in  the  national  debt.  What  we 
should  be  focusing  on  is  the  size  of  the  debt  relative  to  the  econ- 
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omy.  How  much  debt  do  we  have  relative  to  our  ability  to  carry 
that  debt? 

If  you  look  at  a  little  history,  you  will  note  we  came  out  of  World 
War  II  with 

Chairman  Jacobs.  Yes,  I  will  take  the  Chair's  notice  of  those  fac- 
tors. 

Mr.  Reischauer.  So  the  only  thing  we  should  be  concerned  about 
is  leveling  off  that  ratio  and  having  it  begin  to  decline,  but  that 
does  not  necessarily  mean  that  the  absolutely  or  the  nominal  size 
of  the  debt  has  to  decline. 

Chairman  Jacobs.  But  if  the  Government  continues  to  operate 
as  it  does,  the  mathematician  in  you  tells  us  eventually  there  will 
be  nothing  in  the  Federal  budget  except  the  item  for  paying  inter- 
est? 

Mr.  Reischauer.  No,  as  long  as  interest  or  debt  does  not  grow 
relative  to  GDP. 

Chairman  Jacobs.  If  you  don't  take  anything  out  of  g^oss  na- 
tional product  but  taxes,  that  is  irrelevant. 

Mr.  Reischauer.  Interest  costs  won't  rise  as  a  percentage  of  total 
spending. 

Chairman  Jacobs.  But  I  am  talking  about  the  Government  budg- 
et itself.  If  it  is  off  limits  to  pay  for  what  you  get — and  that  appar- 
ently is  the  American  way  now,  the  credit  card  business  and  all 
that — if  that  is  off  limits,  then  continuing  as  we  do,  there  has  to 
come  a  point  where  the  payment  of  the  interest  is  the  only  thing 
on  the  budget,  if  you  don't  take  anything  out  of  this  wonderful 
economy  you  are  talking  about  to  pay  bills? 

Mr.  Reischauer.  If  oebt  continues  to  grow  faster  than  GDP,  you 
can't  continue  forever.  You  are  right. 

Chairman  Jacobs.  Ah,  forever. 

Mr.  Crane? 

Mr.  Crane.  I  don't  have  any  questions  of  Dr.  Reischauer,  but 
something  that  I  would  appreciate  an  opinion  on,  and  that  is  the 
possibilitv  of  an  IRA,  where  you  would  put  in  aftertax  dollars  and 
you  coula  withdraw  it  for  any  purpose.  For  instance,  let  it  accumu- 
late for  retirement,  home  purcnase,  education  costs,  taking  a  50th 
golden  wedding  anniversary  trip  with  your  wife,  if  you  were  so  in- 
clined, bequeathing  it  to  your  children,  tax  free.  Give  people  under 
40  an  option  to  continue  to  pay  Social  Security  taxes,  but  simulta- 
neously that  would  be  their  provision  for  their  retirement,  rather 
than  anticipating  Social  Security  benefits  at  65. 

I  would  just  appreciate  any  comments  you  might  have  on  that. 

Mr.  Reischauer.  Well,  let  me  try  to  repeat  what  I  think  I  heard, 
and  you  can  tell  me  if  I  am  wrong.  Individuals  would  have  the  op- 
tion of  receiving  Social  Security  benefits  in  the  future  or  not  receiv- 
ing them? 

Mr.  Crane.  Right,  right. 

Mr.  Reischauer.  They  would  not  have  the  option  of  paying  the 
taxes.  They  would  all  have  to  pay  the  taxes  to  Social  Security. 
Those  who  chose  not  to  receive  benefits  would  have  the  option  of 
having  an  unlimited-sized  IRA? 

Mr.  Crane.  Yes. 

Mr.  Reischauer.  Into  which  they  could  deposit  aftertax  income. 
But  when  they  withdrew  money  for  any  purpose  from  that  account, 
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they  would  not  have  to  pay  taxes  on  the  capital  gains  or  invest- 
ment earnings? 

Mr.  Crane.  Right.  Then,  in  the  long  term,  what  this  con- 
templates is  phasing  Social  Security  into  a  welfare  program. 

Mr.  Reischauer.  Let  me  make  a  few  observations,  then  I  will  be 
glad  to  write  up  a  little  analysis — I  don't  want  to  say  critique — of 
this  for  the  record,  or  for  you  personally.  One  observation  is  that 
people  save  now  for  college  educations  for  their  children,  to  take 
their  wife  around  the  world,  for  retirement,  et  cetera.  The  more  you 
make  an  IRA  available  for  other  things  besides  retirement,  the 
more  it  is  going  to  substitute  for  the  saving  that  now  takes  place 
for  those  purposes  anyway,  and  what  you  will  basically  be  doing 
is 

Mr.  Crane.  On  that  point,  though,  this  is  tax-free  savings. 

Mr.  Reischauer.  Yes,  I  know. 

Mr.  Crane.  All  the  accumulation,  all  the  buildup  in  it 

Mr.  Reischauer.  But  you  are  providing  an  incentive  for  people 
to  save  by  increasing  the  rate  of  return  that  they  expect  to  receive, 
but  you  are  giving  it  to  them  for  saving  that  they  already  do. 

Mr.  Crane.  Except  it  is  taxable  savings  now.  The  saving  that 
goes  on  now  is  subject  to  taxation. 

Mr.  Reischauer.  Yes,  I  know  and  now  you  are  saying 

Mr.  Crane.  You  are  giving  them  an  incentive  to  save. 

Mr.  Reischauer.  You  are  saying,  we  will  subsidize  your  savings 
for  sending  your  kids  to  college,  for  taking  a  vacation,  for  buying 
a  fancy  boat  or  car,  or  anything  like  that? 

Mr.  Crane.  Anything  you  want  to  do. 

Mr.  Reischauer.  Anything  you  want  to  do,  and  that  is  a  loss  of 
Federal  tax  receipts  to  subsidize  nonretirement  saving.  People 
might  want  to  have  a  policy  debate  on  whether  that  is  a  desirable 
thing  to  do. 

Then  you  have  to  ask  yourself,  would  these  people  save  as  much 
for  retirement  as  they  would  otherwise,  and  wnat  would  happen  to 
them  if  thev,  in  fact,  did  not  put  money  away  for  retirement  pur- 
poses? Would  society  turn  its  back  on  them? 

Mr.  Crane.  If  you  are  below  the  poverty  line,  you  would  still  be 
eligible  for  Social  Security.  We  are  moving  Social  Security  in  the 
direction  of  making  it  a  welfare  program  anyway,  so  why  not  be  up 
front  about  it,  saying  it  is  welfare.  You  are  below  the  poverty  line, 
you  are  eligible,  otherwise  you  have  to  make  provisions  for  yourself 
with  these  kinds  of  incentives  built  in? 

Chairman  Jacobs.  Would  Mr.  Crane  yield? 

Mr.  Crane.  Sure. 

Chairman  Jacobs.  Am  I  hearing  you  right?  Are  you  saying  go 
ahead  and  spend  the  money,  eat,  live,  and  oe  merry,  for  tomorrow 
we  have  welfare? 

Mr.  Crane.  No,  what  I  am  saying  is  we  would  provide  an  incen- 
tive and  it  would  be  a  powerful  incentive.  You  can  leave  it  to  your 
kids,  if  you  don't  spend  it  for  medical  costs,  education  costs,  home 
purchase,  et  cetera.  As  I  say,  if  you  never  spend  a  dime  of  it,  out- 
side of,  maybe,  purchasing  a  home,  and  at  65  or  70,  you  wanted 
to  take  that  vacation  with  your  wife,  you  do  that. 

All  you  are  doing  is  diminishing  what  you  will  leave  to  your  kids. 
But  it  strikes  me  it  has  a  positive  incentive,  while  not  putting  at 
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risk  all  of  the  people  who  are  covered  right  now  over  40,  and  with 
the  understanding  that  the  under-40  crowd  could  do  this  while  still 
paying  Social  Security  taxes  to  provide  for  those  who  preceded 
them.  I  have  talked  to  a  lot  of  young  people  who  find  that  a  very 
tantalizing  prospect  because  they  don't  anticipate-  there  are  going 
to  be  any  benefits  for  them  when  they  reach  65  anyway.  In  other 
words,  they  anticipate  they  will  pay  into  the  program  and  when  the 
boomers  start  hitting  retirement  it  will  be  exhausted. 

You  have  also  reinforced  something  that  we  were  all  taught  and 
we  try  to  instill  in  our  kids,  and  that  is  the  value  of  saving  and 
investing  for  the  proverbial  rainy  day,  whereas  our  Tax  Code  today 
penalizes  you  for  doing  all  those  good  things, 

Mr.  Reischauer.  I  would  be  very  surprised  if  any,  or  certainly 
many,  people  took  up  this  option,  because  your  liability  to  pay  into 
the  Social  Security  system  would  be  unchanged. 

Mr.  Crane.  Right,  but  at  least  you  would  know  you  had  coverage 
in  your  retirement. 

Mr.  Reischauer.  You  would  have  a  relatively  small  tax  benefit, 
and  your  return  out  of  the  Social  Security  system  would  be  zero. 

Mr.  Crane.  Right, 

Mr.  Reischauer.  I  think  the  economics  of  it  all  would  suggest 
that  the  rational  person,  if  he  or  she  expected  Social  Security  to  be 
around  in  the  future — which  I  think  most  experts  think  is  unques- 
tioned— they  would  stay  in  the  existing  system. 

Mr.  Crane.  Hold  on  a  second  there.  That  is  secondary.  The  tax 
we  just  imposed,  this  is  a  tax  on  top  of  the  tax  on  50  percent,  I 
think,  over  $25,000  if  you  are  an  individual.  Fifty  percent  of  your 
Social  Security  benefits  were  taxable  before  what  we  just  did.  Now, 
it  is  85  percent  of  those  benefits  if  you  are  an  individual  making 
over  $34,000. 

We  can  all  see  the  handwriting  on  the  wall,  where  we  are  going. 
Rich  people  don't  need  Social  Security,  right?  But  how  many  of 
those  people  can  be  defined  as  rich,  looking  down  the  road? 

The  fact  of  the  matter  is,  at  the  rate  we  are  going,  we  will  be 
taxing  100  percent  of  benefits  before  long,  at  some  threshold,  what- 
ever that  arbitrary  threshold  happens  to  be.  But  the  next  step  is 
you  start  lowering  the  threshold  and  you  start  taxing  100  percent 
of  Social  Security  benefits,  say,  for  everyone  making  $20,000  a  year 
or  more. 

Mr.  Reischauer.  I  have  not  heard  anybody  propose  taxing  more 
thsm  85  percent, 

Mr.  Crane,  Not  yet. 

Mr.  Reischauer.  What  we  are  basically  doing  is  saying  income 
fi'om  Social  Security,  for  which  taxes  have  not  previously  been 
paid,  should  be  treated  identically  to  income  that  is  received  as 
wages  or  income  that  is  received  fi^om  a  private  pension  fund. 

Mr,  Crane,  For  the  rich.  For  the  rich. 

Mr.  Reischauer.  Well,  for  the  rich.  But  that  makes  it  a  more 
generous  view  of  taxation  than  we  have  for  taxation  of  income  fi-om 
earnings  or  income  fi-om  interest  and  dividends  or  income  from  pri- 
vate-sector pension  plans. 

I  mean,  this,  in  a  sense,  is  leveling  the  playing  field,  not  impos- 
ing an  excessive  burden  on  Social  Security  as  a  form  of  income.  So- 
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cial  Security  right  now  is  treated  more  leniently  than  other  forms 
of  income. 

Mr.  Crane.  Except  we  are  taxing  it. 

Mr.  PlEiscHAUER.  We  tax  other  forms  of  income,  too. 

Mr.  Crane.  Except  here  there  is  a  discrimination  based,  as  I  say, 
on  that  $34,000-a-year  threshold  defining  the  rich  from  the 
nonrich.  I  don't  think  people 

Mr.  Reischauer.  And  with  respect  to  dividend  income  or  wage 
income  or  private  sector  pension  income,  we  tax  that  for  people 
who  have  incomes  below  these  thresholds. 

Mr.  Crane.  To  be  sure,  we  do.  But  the  point  is  Social  Security 
was  originally  structured  to  gfuarantee  that  all  that  a  person  paid 
in,  he  is  assured  he  will  get  that  drawback  in  retirement.  Now  we 
are  going  after  it.  We  have  targeted  that,  and  we  have  said  no,  not 
the  rich  beneficiaries — and,  as  I  say,  that  is  an  arbitrary  definition. 
What  is  rich? 

Mr.  Reischauer.  But  remember,  the  individual  has  paid  into  the 
Social  Security  system  a  certain  amount  that  is  an  "employee  con- 
tribution," as  it  is  called.  A  tax  is  paid  by  the  individual,  an  income 
tax,  at  the  time  that  contribution  is  made.  It  is  part  of  your  taxable 
income.  The  employer  pays  in  an  amount  that  is  equal  to  the  em- 
ployee contribution 

Mr.  Crane.  The  contribution  he  makes  is  a  denial  of  wages. 

Mr.  Reischauer  [continuing].  That  is  not  subject  to  income  tax 
when  that  contribution  is  made.  A  person  retires  and  then  receives 
a  stream  of  benefits.  The  benefits  far  exceed  the  amount  that  the 
individual  has  paid  in  and  paid  taxes  on  previously. 

In  fact,  experts  suggest  that  some  85  percent  or  more  of  the  ben- 
efits that  are  received  over  a  retiree's  lifetime  represent  returns 
that  have  not  been  subject  to  tax  before. 

Mr.  Crane.  Because  of  increased  longevity. 

But  let  me  pose  a  hypothetical  question  to  you.  If  a  working  per- 
son today  knew  that  he  could  put  that  portion  of  his  wages,  which 
are  mandated  now,  and  the  employer's  portion  too,  because  those 
wages  are  denied,  into  an  IRA  account,  do  think  they  would  opt  to 
stay  in  Social  Security?  How  would  any  rational  person  stay  in  So- 
cial Security? 

Mr.  Reischauer.  Well,  some  rational  people  would  and  others 
would  not,  because  the  Social  Security  system,  as  you  know,  in- 
volves a  substantial  amount  of  redistribution.  The  benefits  are 
higher  relative  to  contributions  for  low-wage  workers  than  for  high- 
wage  workers.  Low- wage  workers,  by  and  large,  get  a  pretty  good 
deal.  So  do  individuals  who  are  living 

Mr.  Crane.  How  are  we  defining  low-wage  workers?  What  is  the 
cutoff? 

Mr.  Reischauer.  This  is  a  graduated  scale,  so  it  becomes  an  in- 
creasingly good  deal  the  lower  one's  wages  are  below  the  taxable 
maximum,  which  is  $57,600  in  1993. 

Now,  it  also  is  particularly  good  for  individuals  who  live  in  a 
married-couple  family,  in  which  one  spouse  does  not  have  a  work 
history,  because  we  redistribute  to  those  families  away  from  two- 
earner  families.  It  also  is  a  system  that  provides  disability  and  sur- 
vivor's insurance.  So  there  are  lots  of  other  objectives  that  are  ful- 
filled by  the  Social  Security  system  besides  simple  forced  saving 
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that  provides  individuals  with  a  payback  for  the  exact  amount  that 
was  put  in  on  their  behalf. 

And  you  have  to  ask  yourself,  how  are  those  other  objectives 
going  to  be  pursued  if  vou  make  a  radical  change 

Mr.  Crane.  Well,  if  you  could  draw  that  out  for  any  purpose, 
that  is  how  you  pursue  it. 

Mr.  Reischauer.  What  if  an  individual's  resources  change  radi- 
cally; they  don't  have  the  resources  in  this  IRA  account?  What  will 
happen?  They  will  fall  back  on  the  safety  net  you  suggest  of  the 
poverty  system  and  welfare.  Expenditures,  in  that  sense,  could  rise 
very  dramatically  and  you  would  want  to  take  that  into  your  cal- 
culus as  well. 

Mr.  Crane.  That  is  a  theoretical  possibility.  I  acknowledge  that. 

I  won't  tie  up  anymore  time,  but  I  would  appreciate  it  if  you 
could  send  me  a  paper  indicating  your  assessment  of  it. 

Mr.  Reischauer.  Fine. 

Mr.  Crane.  Thank  you. 

[The  information  follows:] 


73-483  0-93-2 
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Committee  on  Ways  and  Means,  Subcommittee  on  Social  Security 

September  21,  1993,  hearing 

Testimony  of  Robert  D.  Reischauer,  CBO 


As  I  understand  Congressman  Crane's  proposal,  individuals  would  have  to 
continue  to  pay  Social  Security  payroll  taxes  but  would  have  an  opportunity  to 
waive  their  claim  on  future  Social  Security  benefits.  In  exchange,  these 
individuals  would  be  permitted  to  establish  special  savings  accounts,  the  interest, 
dividends,  and  capital  gains  from  which  would  be  tax-exempt.  Deposits  in  these 
accounts  would  be  made  from  after-tax  income,  and  withdrawals  would  be  tax- 
free.  A  difference  between  an  individual  retirement  account  (IRA)  and  the  new 
accounts  is  that  contributions  to  the  latter  would  not  be  subject  to  limits. 

Would  a  rational  worker  choose  to  remain  totally  in  the  Social  Security 
system  or  opt  out  of  the  benefits?  That  obviously  depends  on  a  wide  variety  of 
factors.  How  confident  are  young  Americans  that  the  Social  Security  program  in 
some  form  will  be  around  when  they  reach  retirement  age?  How  certain  are  they 
of  their  opinion?  Are  they  workers  who  benefit  from  the  income  redistributional 
aspects  of  the  benefit  structure?  Are  they  individuals  with  enough  resources  or 
income  to  make  contributions  to  these  special  accounts  that  will  be  sufficient  to 
produce  a  realistic  postretirement  standard  of  living—one  at  least  comparable  with 
what  they  could  expect  from  Social  Security  benefits?  Would  they  purchase  life 
insurance  and  disability  insurance  policies  to  replace  the  benefit  coverage  that 
Social  Security  provides?  All  of  these  factors  and  many  more  should  enter  into 
any  rational  decisionmaking  process. 

It  is  true  that  most  young  people  have  little  confidence  in  the  future  of 
Social  Security.  In  one  recent  poll,  44  percent  of  respondents  under  age  25  and 
61  percent  of  those  25  to  44  said  they  did  not  believe  "Social  Security  w(ould) 
pay  benefits  to  (us)  when  (we)  retire."  What  proportion  of  those  lacking 
confidence  would  choose  to  opt  out  of  benefits  while  still  having  to  pay  Social 
Security  taxes  is  impossible  to  determine.  Although  some  would  opt  out,  many 
others  would  prefer  to  hedge  their  bets  by  not  opting  out  of  the  benefits  portion 
of  the  program.  After  all,  if  they  have  little  confidence  in  Social  Security,  it 
seems  likely  they  would  also  be  suspicious  of  the  federal  government's  promises 
in  general.  What  confidence  would  they  have  that  these  special  accounts  would 
retain  favorable  tax  treatment,  particularly  given  the  changes  in  the  tax  status  and 
availability  of  IRAs  over  the  past  15  years? 

The  individuals  most  likely  to  waive  their  right  to  benefits  in  exchange  for 
the  tax  treatment  of  these  accounts  are  people  with  significant  wealth.  Wealthy 
individuals  certainly  would  want  to  shelter  as  many  of  their  assets  as  possible  in 
these  accounts.    For  example,  someone  with  $1  million  in  assets  that  generated 
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$50,000  a  year  in  taxable  income  would  save  $15,000  to  $20,000  in  annual 
income  taxes  if  he  or  she  took  advantage  of  this  shelter.  The  accumulated  tax 
savings  would  offer  these  individuals  enough  incentive  to  waive  any  right  they 
might  have  to  Social  Security  benefits.  Of  course,  the  mirror  image  of  these  tax 
savings  for  individuals  would  be  the  revenue  loss  incurred  by  the  federal 
government. 

Individuals  without  significant  wealth  would  be  far  less  inclined  to  opt  out 
of  receiving  Social  Security  benefits.  Under  the  intermediate  assumptions  of  the 
1993  Social  Security  Trustees'  Report,  a  person  who  always  earned  the  average 
wage  and  turned  67  in  2040  would  receive  an  annual  benefit  of  $15,408  in  1992 
dollars.  Assuming  a  3  percent  real  rate  of  return  on  investments,  this  worker 
would  have  to  invest  a  little  over  8  percent  of  wages  annually  to  yield  a 
comparable  inflation-adjusted  annuity.  With  the  tax-exempt  status  of  this  annuity, 
a  somewhat  lower  saving  rate  would  be  necessary  to  equal  the  after-tax  Social 
Security  benefit.  (This  amount  would  have  to  be  in  addition  to  any  saving  the 
person  was  already  doing.)  For  higher  earners,  deposits  would  not  have  to  be  as 
large  a  percentage  of  earnings  in  order  to  break  even  (on  a  pretax  basis)  on  their 
choice  to  opt  out—between  5  percent  and  6  percent  of  wages.  The  lower  required 
saving  rate  for  higher-paid  workers  reflects  the  nature  of  the  Social  Security 
benefit  formula,  which  favors  workers  with  lower  wages.  Whether  young  people 
would  be  willing  to  commit  themselves  voluntarily  to  these  saving  levels,  which 
are  high  relative  to  the  current  saving  rates  for  young  workers,  is  an  open 
question. 

In  permitting  workers  the  option  of  trading  future  Social  Security  benefits 
for  the  favorable  tax  treatment  of  the  new  savings  accounts,  the  timing  and  the 
permanence  of  the  choice  would  be  critically  important.  Making  this  choice 
irrevocable  and  available  only  to  workers  under  age  25  might  make  this  option 
particularly  attractive  only  to  individuals  with  considerable  inherited  wealth.  The 
older  the  age  at  which  the  decision  could  be  made,  the  more  likely  that  workers 
would  be  able  to  make  informed  choices  based  on  their  actual  earnings  and 
savings  potential.  If  the  decision  were  revocable,  a  much  greater  share  of  workers 
would  opt  out  of  the  benefit  provisions  because  they  could  always  avail  them- 
selves of  the  benefits  by  opting  back  in. 

A  related  issue  is  the  treatment  of  married  couples  under  the  proposal.  If 
an  individual  opted  out  prior  to  becoming  married,  would  he  or  she  be  allowed  to 
reconsider  that  decision  after  marriage?  Would  both  spouses  need  to  opt  out  or 
need  to  waive  any  benefit  rights  that  might  be  derived  from  the  other's  earnings 
record?  It  might  make  a  great  deal  of  sense  for  one  member  to  stay  in  the  system 
while  the  other  opts  out,  giving  the  family  access  to  the  favorable  tax  treatment 
of  its  savings  while  maintaining  the  safety  net  of  one  spouse's  Social  Security. 
What  would  happen  if  the  couple  were  to  divorce  introduces  a  whole  other  set  of 
complicated  issues. 
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It  would  be  important  for  an  individual  to  consider  the  value  of  survivor 
and  disability  benefits  from  Social  Security,  as  well,  if  this  proposal  were  enacted. 
In  order  to  replace  Social  Security  coverage,  those  who  opted  out  of  the  benefit 
side  of  the  program  would  have  to  purchase  individual  or  group  life  and  disability 
insurance.  In  particular,  disability  insurance  that  provided  coverage  similar  to  that 
of  Social  Security  (with  its  inflation  protection)  would  be  extremely  expensive,  if 
available  at  all.  Would  this  proposal  require  individuals  who  opt  out  of  the 
benefit  side  of  Social  Security  to  purchase  private  insurance  to  protect  their 
families  from  these  hazards?  Such  a  requirement  would  obviously  raise  the  costs 
of  waiving  the  right  to  benefits. 

Allowing  individuals  to  provide  for  themselves  in  retirement  rather  than 
having  them  rely  partially  on  Social  Security  would  not  ensure  that  they 
accumulated  adequate  resources.  Some,  through  no  fault  of  their  own,  might 
experience  financial  hardship  because  of  the  vagaries  of  the  markets;  others  might 
be  myopic  and  either  not  save  enough  or  dissipate  their  savings  before  reaching 
retirement.  Such  individuals  might  fall  back  on  relying  on  other  government 
programs  even  though  they  had  opted  out  of  Social  Security. 

Over  the  long  run,  from  a  government  finance  perspective,  it  seems  likely 
that  the  revenue  losses  from  this  proposal  would  be  larger  than  the  savings  in 
Social  Security  payments.  The  tax  treatment  of  these  accounts  might  encourage 
private  savings,  but  the  overall  impact  on  national  savings  would  depend  on  the 
relative  magnitude  of  the  offsetting  changes  in  these  two  components  of  national 
savings. 
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Chairman  Jacobs.  Mr.  Reynolds. 

Mr.  Reynolds.  Thank  you,  Mr.  Chairman,  thank  you  for  coming 
back  to  me. 

I  just  had  a  quick  question.  On  page  24,  I  think  it  is  in  your 
study,  dated  September  19,  under  the  heading  of  the  "Role  of  Pen- 
sion Income,"  I  was  reading  on  the  second  column,  second  para- 
graph, when  you  were  breaking  down  pension  income  and  who  gets 
it,  or  I  should  say,  the  percentage  of  people  who  get  it,  and  I  am 
wondering  if  you  can  enumerate  on  some  of  the  reasons  whv  31 
percent  of  whites  get  pensions,  and  only  17  percent  of  black  fami- 
lies or  blacks  get  pensions  in  America?  Is  that  because  of  jobs  or 
the  lack  of  jobs  or  the  type  of  jobs?  Is  there  any  kind  of  explanation 
for  that  that  you  are  aware  of? 

Mr.  Reischauer.  There  are  a  lot  of  reasons  for  that.  One  is  that 
blacks  are  less  likely  to  work  for  firms  that  provide  pensions,  and 
there  is  a  big  chunk  of  the  American  work  force  that  has  no  em- 
ployer-provided pension  system. 

Mr.  Reynolds.  It  is  the  type  of  job  or  type  of  company? 

Mr.  Reischauer.  Type  of  job,  type  of  industry,  yes.  Also,  there 
is  the  issue  of  job  duration.  You  have  to  work  for  a  company  that 
has  a  pension  system  for  a  minimum  number  of  years  before  the 
company  is  required  to  provide  that  pension.  In  1986,  we  lowered 
that  number  of  years  to  5,  but  before  that  it  was  10,  and  I  believe 
before  1974  there  were  no  restrictions  of  this  sort.  I  think  those 
two  factors  probably  explain  most  of  that  gap. 

Mr.  Reynolds,  lliank  you  very  much. 

Chairman  Jacobs.  Doctor,  before  you  leave,  I  think  two  points 
should  be  made  for  the  record:  First,  on  the  question  of  double  tax- 
ation of  Social  Security,  I  am  told  that  the  average  Social  Security 
beneficiary,  retirement  beneficiary,  now  has  contributed  about  5 
percent  of  what  will  be  received,  not  counting  interest.  Looking  into 
the  fiiture,  a  worker  starting  work  today,  who  will  always  earn  the 
maximum  wage  taxable  under  Social  Security,  will  still  have  paid 
in  only  15  percent  of  the  benefits  he  can  expect  to  receive. 

I  think  the  whole  administration  proposal  was  based  on  those 
figures,  that  you  would  not  tax  the  15  percent.  The  amount  which 
was  taxed  when  the  FICA  taxes  were  paid  would  not  be  taxed 
again  at  retirement,  but  everything  else —  including  the  interest — 
would  be  taxed  in  retirement.  So  you  really  don't  have  double  tax- 
ation. 

Number  two,  you  don't  have  taxation  at  all.  For  some  reason  or 
another,  in  1983,  when  the  bailout  came,  instead  of  means  testing 
Social  Security  retirement  benefits  at  a  very  high  threshold,  they 
thought  going  round  Robin  Hood's  barn  and  doing  it  indirectly 
would  be  more  politically  palatable.  Therefore,  the  taxation  in  some 
cases  of  the  50  percent  of  the  benefits,  was  plowed  right  back  into 
the  Social  Security  trust  fund  and  had  the  same  effect  as  having 
reduced  the  benefits — ^the  freebies,  to  use  the  street  term — that 
people  in  retirement  receive  from  the  Social  Security  system — 
freebies.  indeed,  from  the  taxpayers  of  today. 

And  tnat  is  true  of  the  85-percent  figure  at  a  higher  means  test- 
ing threshold  that  goes  into  the  Medicare  trust  fund  now.  So  I 
think  this  record  should  show  that. 

Do  you  disagree  with  any  of  that? 
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Mr.  Reischauer.  No,  I  don't  disagree  with  any  of  that. 

Chairman  Jacobs.  Then,  I  really  thank  you. 

Mr.  Reischauer.  That  was  the  point  I  was  trying  to  make  with 
Mr.  Crane. 

Chairman  Jacobs.  Thank  you,  Dr.  Reischauer,  for  coming. 

Our  next  witness  represents  the  Department  of  Health  and 
Human  Services,  the  Honorable  Fernando  Torres-Gil,  Assistant 
Secretary  for  Aging. 

Well,  Mr.  Secretary,  you  are  very  welcome  to  the  committee.  We 
will  ask  you  to  proceed  in  your  own  way. 

STATEMENT  OF  HON.  FERNANDO  M.  TORRES-GH^  ASSISTANT 
SECRETARY  FOR  AGING,  U.S.  DEPARTMENT  OF  HEALTH  AND 
HUMAN  SERVICES 

Mr.  ToRRES-GiL.  Thank  you,  Mr.  Chairman,  it  is  a  real  pleasure 
to  be  here,  and  I  thank  all  the  members  and  Congjressman  Bunning 
for  inviting  me. 

I  think  we  can  see  by  the  turnout  at  your  hearing  that  issues 
surrounding  the  next  great  culprit  for  older  persons  is  a  critical 
one,  and  I  commend  your  subcommittee  for  moving  this  down  a, 
hopefiilly,  good  but  long  road  in  preparing  for  their  retirement. 

I  am,  as  you  mentioned,  the  Assistant  Secretary  for  Aging,  which 
is  a  new  position  created  by  President  Clinton  and  Secretary 
Shalala,  which,  among  other  issues,  reflects  their  concern  about 
how  we  respond  to  issues  of  an  aging  society.  I  have  a  twofold  mis- 
sion, to  both  serve  the  needs  of  toda/s  older  persons  and  their  fam- 
ilies, but  also  to  begin  to  plan  ahead,  to  plan  for  the  next  century, 
when  the  baby  boomers  and  other  cohorts  will  age  and,  hopefully, 
retire  with  a  good  quality  of  life.  And,  thus,  this  hearing  is  cer- 
tainly in  line  with  what  my  position  is  about,  what  we  in  the  ad- 
ministration and  the  Department  of  Health  and  Human  Services 
are  trying  to  do  to  prepare  for  that  aging. 

Let  me  first  commend  CBO  for  their  report.  I  think  certainly 
their  contribution  is  that  they  are  forcing  us  to  pay  attention  to  the 
next  great  demographic  trend,  which  is  the  aging  of  the  baby  boom- 
er cohort.  And  I  am  also  pleased  that  they  have  some  positive  news 
to  say  that  if  we  continue  the  current  trends,  their  aging  might,  in 
fact,  look  pretty  ^ood. 

However,  I  believe  our  challenge  as  policymakers,  whether  in  the 
Congfress  or  the  executive  branch,  is  certainly  to  promote  those  ac- 
tions that  will  continue  the  trends  that  could  be  positive,  that  were 
pointed  out  in  the  report,  but  perhaps  just  as  importantly,  to  ad- 
dress the  risk  and  the  uncertainty  and  the  disturbing  trends  which 
that  report  pointed  out. 

For  example,  income  disparity.  The  report  certainly  pointed  out 
we  have  a  gap  between  those  who  have  and  those  who  have  not. 
And  if  we  do  not  address  it  over  time,  we  will  find  the  same  gap 
between  the  have  and  have-nots  in  today's  younger  population 
among  tomorrow's  older  population. 

Certainly,  we  must  address  the  issue  of  diversity — and  I  appre- 
ciated Congressman  Rejoiolds'  earlier  comment.  The  report  did  not 
go  into  great  detail  about  minorities,  women,  the  disabled,  immi- 
grant groups,  who,  in  fact,  will  be  much  of  the  labor  force  at  the 
turn  of  the  century. 
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To  the  extent  their  income  security  is  not  good,  then  they,  one, 
if  they  are  baby  boomers,  will  not  have  as  good  a  retirement,  but 
second,  they  are  the  labor  force  and  their  inability  to  be  productive 
may  have  a  bearing  on  the  quality  of  life  of  older  persons. 

The  third  issue  relative  to  the  report  I  will  just  mention  is  the 
issue  of  longevity.  The  increasing  life  expectancy  is  certainly  going 
to  change  the  definition  of  what  it  means  to  be  old  and  what  it 
means  to  age.  At  some  point  we  must  address  the  issues  about  re- 
tirement, about  the  role  of  public  and  private  pensions,  about  the 
declining  time  when  persons — about  the  earlier  retirement  age 
among  many  individuals,  as  well  as  how  we  can  assure  that  these 
pension  and  retirement  progprams  remain  solvent. 

So  certainly  this  report  demonstrates  the  importance  of  under- 
standing the  demographic  trends  facing  both  an  aging  society  and 
this  particular  cohort.  One  of  the  great  advantages  I  tnink  we  have 
as  policymakers  is  that  we  have  a  better  sense  of  what  the  future 
will  be  like  and  both  the  report  and  the  testimony  brings  out  much 
of  the  demographic  projections. 

However,  if  we  are  going  to  be  prepared  for  the  dramatic  in- 
crease in  retirees  at  the  turn  of  the  century,  and  have  our  country 
situated  to  take  advantage  of  the  opportunity  and  minimize  any 
disadvantages,  then  we  certainly  have  to  understand  the  many 
complex  factors  of  an  aging  society,  and  certainly  my  position,  as 
I  mentioned  earlier,  is  to  provide  some  cohesion,  some  focus,  some 
discipline  to  how  we  should  respond. 

One  of  the  issues  that  faces  us  in  Grovemment  is  that  we  have 
a  disparate  set  of  programs  and  policies  that  have  some  impact  on 
how  we  prepare  for  aging,  whether  it  is  HUD,  HHS,  the  Treasury 
Department,  the  Department  of  Defense,  or  others. 

This  administration  recognizes  that  diversity  of  approaches  and 
has  taken  a  step  forward  by  providing — by  creating  this  position  to 
be  a  focal  point  on  aging  policy.  I  have  been  charged,  among  other 
issues,  with  a  number  of  mandates,  including  long-term  care,  nutri- 
tion, older  women,  but  as  importantly  to  begin  to  develop  a  frame- 
work or  a  blueprint  for  how  we  as  a  Nation  can  plan  for  the  retire- 
ment of  future  cohorts.  Today  I  would  like  to  alert  you  to  the  fact 
that  we  are  going  to  be  looking  at  the  specific  and  the  many  issues 
aflTecting  an  a^ng  society. 

This  blueprint  is  not  intended  to  lay  out  specific  policy  legislative 
or  regulatory  changes,  although  certainly  that  can  be  a  catalyst  for 
such  recommendations.  Rather  it  will  be  a  framework  by  which  we 
can  begin  to  chart  out  what  we  as  a  Government  and  a  society 
should  consider  in  preparing  for  the  aging  of  baby  boomers  and  of 
their  cohorts. 

Certainly  we  will  look  at  a  number  of  issues  that  have  been  pre- 
sented in  the  CBO  report,  such  as  the  demographic  reality.  We 
hope  to  identify  a  series  of  fundamental  issues,  whether  it  is  life- 
style choices,  the  role  of  long-term  care,  the  role  of  families,  longev- 
ity, changing  definitions  of  aging,  but  I  think  as  importantly,  and 
the  report  did  not  get  into  this,  what  should  be  the  responsibilities 
of  baby  boomers  themselves  to  prepare  for  their  own  retirement. 

This  blueprint  is  not  an  intellectual  or  planning  exercise  alone; 
it  is  integral  to  President  Clinton's  commitment  to  make  those 
changes  that  he  has  outlined  in  his  vision  for  the  Nation,  those 
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kind  of  changes  that  are  necessary  to  create  a  future  world  so  later 
generations  can  live  better  and  the  principles  that  he  has  laid  out 
are  central  to  the  future  of  aging  baby  boomers. 

I  would  suggest,  however,  that  we  must  consider  the  issues  in  a 
broader  context  than  just  income  security.  Certainly  we  have  to 
look  at  investments  in  education  and  the  work  force  and  how  this 
country  can  be  a  competitive  Nation  in  a  global  marketplace  and 
how  we  will  train  the  future  labor  force  to  be  able  to  be  productive 
so  we  can  afford  any  benefits  that  might  be  necessary. 

What  we  ultimately  recommend,  however,  should  also  be  put  in 
the  context  that  we  may  only  have  a  short  window  of  opportunity. 
Notwithstanding  the  positive  news  in  this  report,  I  would  suggest, 
we  would  suggest,  that  it  is  in  this  decade,  the  1990s,  when  we 
must  confront  and  understand  what  we  need  to  do. 

At  the  turn  of  the  century,  when  we  have  twice  as  many  retirees, 
77,  80  million  baby  boomers  in  retirement,  they  may  be  less  open 
to  whatever  policy  modification  might  be  needed. 

So  certainly  this  decade  is  important  if  we  are  going  to  avoid 
intergenerational  tensions  or  conflicts  between  baby  boomers  and 
todays  elders,  as  well  as  tomorrow's  young  competing  with  senior 
groups. 

So,  again,  I  would  like  to  commend  you  for  beginning  down  this 
road,  certainly  to  reiterate  that  even  though  the  CBO  report  pro- 
vides some  positive  news,  unless  we  act  on  the  uncertainties  and 
disturbing  trends  pointed  out,  we  may  in  fact  have  a  slow-motion 
crisis  which  could  happen  at  the  turn  of  the  century  when  we  have 
less  time  to  respond. 

And  this  administration,  in  particular.  President  Clinton,  who  is 
himself  a  baby  boomer,  is  committed  to  making  sure  that  we  meet 
the  challenge  of  the  future  for  ourselves  and  those  of  the  largest 
group  of  retirees  that  we  will  see  in  the  next  century. 

I  certainly  look  forward  to  working  with  you  as  a  representative 
of  the  Secretary  and  the  administration  as  we  move  down  this 
path.  I  am  certainly  open  to  questions  and  I  should  have  mentioned 
earlier  that  I  will  submit  my  testimony  for  the  record. 

Thank  you,  Mr.  Chairman. 

Chairman  Jacobs.  It  will  be  included.  Thank  you,  Mr.  Secretary. 

[The  prepared  statement  follows:] 
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STATEMENT  OF 

FERNANDO  M.  TORKES-GIL 

ASSISTANT  SECRETARY  FOR  AGING 

I  an  honored  to  testify  this  Borning  and  would  like  to  thank  you, 
Mr.  Chalraan,  and  the  Members  of  the  Subconnnlttee  on  Social 
Security,  for  holding  this  hearing  entitled,  "Can  the  Baby  Boon 
Generation  Afford  to  Retire?"   I  would  like  to  commend  the 
Subcommittee  for  having  the  foresight  to  look  ahead  and  to  do 
something  that  this  country  does  not  normally  do  —  to  look 
beyond  the  immediate  future  and  plan  for  the  next  century. 

I  begin  my  testimony  by  stating  that  I  will  not  address  the 
Administration's  policy  regarding  the  Social  Security 
Administration  and  the  programs  it  administers.   I  would, 
however,  like  to  address  the  issue  of  the  retirement  of  the  baby 
boomers  within  the  context  of  my  responsibility  to  oversee  aging 
policy  in  the  Department  of  Health  and  Human  Services. 

My  statutory  role  as  the  Commissioner  of  the  Administration  on 
Aging  gives  me  the  responsibility  to  serve  as  an  advocate  for 
older  Individuals  within  the  Department  of  Health  and  Human 
Services  and  administer  the  programs  created  by  the  "Older 
Americans  Act."   The  first  objective  cited  in  the  "Older 
Americans  Act"  is  to  "assist  our  older  people  to  secure  equal 

oppoirtunity  to  the  full  and  free  enjoyment  of an  adequate 

income  in  retirement  in  accordance  with  the  American  standard  of 
living."  My  dual  role  as  the  Assistant  Secretary  for  Aging,  as 
ordered  by  the  President  and  Secretary  Shalala,  gives  me  the 
ability  to  assist  those  older  people  Insomuch  as  I  am  mandated  to 
oversee  and  address  aging-related  policies  throughout  the 
Department  of  Health  and  Human  Services.   To  that  end,  the  future 
income  security  of  the  baby  boomers  (those  bom  between  1946, 
shortly  after  the  end  of  World  War  II,  through  1964)  is  certainly 
a  critical  issue  that  is  not  only  relevaT^t  to  the  Administration 
on  Aging,  but  has  important  implications  for  what  the  entire 
Department  of  Health  and  Human  Services  does  in  planning  for  an 
aging  society. 

It  has  often  been  said  that  "demography  is  destiny"  —  that 
demographic  and  social  trends  will  control  our  ability  to  adapt 
and  respond  to  the  consequences  of  those  changes.   I  do  not  fully 
subscribe  to  that  notion.   With  regard  to  the  income  needs  of 
baby  boomers  and  future  cohorts  of  retirees,  we  do  have  a  real 
advantage.   We  already  have  a  good  picture  of  what  the 
demographic  future  will  look  like.    For  exeMple,  we  know  that 
there  has  been  a  dramatic  change  in  human  longevity.    According 
to  the  National  Center  for  Health  Statistics,  life  expectancy  at 
birth  for  Americans  in  1991  rose  to  a  record  75.5  years.   The 
Census  Bureau  predicts  that  by  the  year  2020  the  average  life 
expectancy  will  be  82  years  for  women  and  74.2  years  for  men.   At 
the  turn  of  the  century  only  4  percent  of  the  Amerlqan  population 
was  65  and  over.   By  1990,  it  was  12  percent.   Beginning  in 
approximately  15  years,  the  percentage  is  projected  to  Increase 
rapidly  to  20  percent  and  then  to  increase  slowly  to  about  21%  by 
2050  and  22%  by  2060.   By  the  year  2030,  there  will  be  more 
people  age  65  and  older  than  young  people  under  age  15  in  the 
population.   The  baby  boomers  currently  represent  the  largest  age 
segment  of  the  U.S.  population,  numbering  approximately  80 
million.   Other  demographic  factors  also  need  to  be  considered 
such  as  the  arrival  of  a  more  diverse  society  of  baby  boomers. 
This  diversity,  combined  with  generational  claims  and 
dramatically  different  lifestyles  changes,  such  as  four- 
generation  households  and  more  women  serving  in  both  caregivlng 
roles,  and  the  work  force  will  have  to  be  considered. 

If  we  are  going  to  be  prepared  for  the  dramatic  increase  in 
retirees  at  the  turn  of  the  century,  and  have  our  Nation  situated 
to  take  advantage  of  the  opportunities  those  changes  provide — and 
not  be  controlled  by  the  disadvantages — then  we  must  understand 
today  the  factors  of  an  aging  society.   We  have  many  different 
policies  and  agencies  that  impact  on  what  people  may  or  may  not 
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do  when  they  retire.   For  example  in  the  area  of  long-term  care, 
services  and  benefits  are  provided  by  the  Department  of  Health 
and  Human  Services  through  Medicaid,  Medicare,  Social  Services 
Block  Grants  (SSBG) ,   the  Administration  on  Aging  (AoA) ;  as  well 
as  the  Department  of  Veterans  Affairs,  the  Department  of  Housing 
and  Urban  Development  (HUD) ,   ACTION  and  the  Department  of 
Transportation  (DOT) .   This  Administration  is  committed  to 
ensuring  that  older  persons  have  a  better  understanding  and 
greater  access  to  these  services. 

My  new  position  is  an  attempt  to  begin  to  provide  some  cohesion, 
a  clearer  focus,  and  some  discipline  —  so  that  we  may  begin  to 
loolc  across  agencies  and  develop  cross-cutting  initiatives. 
I  am  proud  that  this  Administration  is  dedicated  to  improving 
coordination  so  that  we  can  bring  together  the  issues,  concerns 
and  policy  actions  of  our  diverse  Federal  agencies.   Our  mesh  of 
social  policies  for  an  aging  society  is  many  things  to  many 
people.   To  an  older  disabled  person  attempting  to  live  at  home, 
it  is  a  home-delivered  meal  from  the  Administration  on  Aging's 
"Older  Americans  Act"  programs  and  a  senior  companion  from 
ACTION.   To  a  middle-aged  woman  caring  for  a  parent  with 
Alzheimer's  disease,  it  is  the  pressures  of  caregiving,  the  cost 
of  in-home  services  and  the  hope  that  we  will  one  day  find  a  cure 
for  this  dreaded  disease.   For  a  young  worker,  it  is  concern 
about  the  adequacy  of  their  financial  resources,  including  Social 
Security  benefits,  in  their  retirement.   For  older  workers  and 
younger  workers,  it  is  worrying  about  whether  their  pensions  will 
meet  their  needs . 

Existing  social  policies  for  older  people  include  a  vast  array  of 
fragmented,  complicated  but  important  agencies,  services  and 
benefits.   Although  the  Department  of  Health  and  Human  Services 
provides  the  bulk  of  public  financing  for  programs  and  benefits 
that  directly  or  indirectly  affect  older  persons,  almost  every 
Federal  agency  is  involved  in  providing  services  to  older  persons 
including  the  Department  of  Housing  and  Urban  Development,  the 
Department  of  Transportation,  the  Department  of  Justice,  the 
Department  of  Veterans  Affairs,  the  Department  of  Labor,  the 
Department  of  Defense,  the  Department  of  Energy,  and  the 
Department  of  the  Treasury.  A  good  example  is  the  Department  of 
Housing  providing  low-income  housing  to  older  persons. 

This  Administration  has  taken  a  tremendous  step  forward  in  its 
effort  to  provide  a  focal  point  for  aging  policy,  whereby  we  can 
take  the  disparate  responsibilities  of  the  Federal  government  and 
provide  a  more  coherent  and  integrated  vision  of  what  we  want  for 
an  aging  society.   In  large  part,  that  is  why  President  Clinton 
and  Secretary  Shalala  created  the  position  of  Assistant  Secretary 
for  Aging.   It  is  important  to  note  that  this  elevation  was  not  a 
new  concept.   Elevating  the  position  of  the  Commissioner  of  Aging 
has  been  advocated  for  nearly  two  decades  by  Congress  and  senior 
advocates  alike.   This  Administration  has  made  this  idea  a 
reality.   As  the  first  Assistant  Secretary  for  Aging,  I  have  been 
charged  by  the  Secretary  to  begin  to  develop  the  fraunework  for  a 
blueprint  for  how  we,  as  a  Nation,  can  plan  for  the  retirement  of 
future  cohorts.   I  will  describe  that  blueprint  shortly.   It  is 
important  to  note  here  that  other  nations  do  plan  eUiead.   For 
example,  the  Japanese  government  has  a  "Ten  Year  Gold  Plan  for 
the  Welfare  of  the  Aged"  that  looks  into  the  future  at  the  turn 
of  the  century.   It  incorporates  the  best  data  and  predictions  of 
demographic  changes,  sets  goals,  develops  policy  guidelines  for 
both  the  public  and  private  sector  in  meeting  those  challenges, 
and  provides  instructions  to  the  various  government  ministries  to 
insure  that  their  actions  are  coordinated.   I  am  not  saying  that 
we  should  have  that  level  of  centralized  planning,  but  I  do 
believe  that  Japan  provides  an  instructive  example  of  a  nation 
rapidly  aging  and  attempting  to  prepare  for  it.   Other  nations 
who  also  have  rapidly  aging  populations  —  China,  Sweden,  Germany 
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and  Great  Britain  —  are  also  realizing  that  they  must  plan  ahead 
for  future  needs. 

The  comnissioning  of  the  Congressional  Budget  Office  study  and 
this  hearing  are  excellent  examples  of  steps  being  taken  to  deal 
with  a  critical  policy  issue  that  requires  developing  a  cross- 
cutting  approach.   This  brings  me   back  to  the  blueprint  which  is 
one  of  four  strategic  initiatives,  along  with  long  term  care, 
older  women,  and  nutrition  and  malnutrition,  with  which  the 
Office  of  the  Assistant  Secretary  and  the  Administration  on  Aging 
have  been  charged  to  address  by  Secretary  Shalala.   This 
blueprint  is  not  intended  to  lay  out  specific  policy,  legislative 
or  regulatory  changes,  although  certainly  it  can  be  a  catalyst 
for  such  recommendations.   This  blueprint  is  to  serve  as  a 
framework  by  which  we  can  begin  to  chart  out  what  we  as  a 
government  and  a  society  should  consider  in  preparing  for  the 
aging  of  the  baby  boomers  and  other  cohorts  of  retirees.  In 
developing  the  framework  for  this  blueprint  of  an  aging  society, 
we  will  look  at  various  dimensions  in  planning  2ihead,  such  as: 

»■  What  do  we  know  about  the  baby  boomers  and  future 

retirees? 

>  What  are  the  demographic  realities  that  require  us  to 

confront  the  issue? 

»    What  are  the  fundamental  issues  to  be  confronted  such 
as  whether  there  is  home  and  community-based  long  term 
care;  the  changing  roles  and  responsibilities  of  family 
members;  longevity  and  how  we  adjust  to  it? 

^  What  will  be  the  baby  boomers'  responsibilities  and/or 

needs  as  they  age? 

We  have  to  be  able  to  respond  to  these  different  dimensions  and 
respond  with  a  unified  vision.   We  must  be  sensitive  to  diversity 
within  the  aging  population  and  be  prepared  to  meet  the 
challenges  of  the  economy.   Much  is  now  being  done  to  understand 
the  implications  of  the  aging  of  the  baby  boomers.   I  look 
forward  to  reading  the  Congressional  Budget  Office  study  and  to 
learning  what  the  experts  that  are  with  us  today  have  to  say. 
There  is  no  need  to  reinvent  the  information  base,  just  a  need  to 
build  on  it  and  to  incorporate  its  findings.   Developing  this 
blueprint  is  not  an  intellectual  or  planning  exercise  alone.   It 
is  integral  to  President  Clinton's  commitment  to  make  those 
changes  he  has  outlined  in  his  vision  for  the  Nation  —  those 
changes  that  are  necessary  to  create  a  future  world  that  provides 
future  generations  with  a  better  quality  of  life.   Investing  in 
the  future,  preparing  for  change,  and  redirecting  our  Nation,  so 
that  in  the  next  century  we  have  a  legacy  of  stability, 
prosperity,  and  hope,  is  central  to  this  Administration's 
mission.   These  principles,  that  are  central  to  this 
Administration's  vision,  are  central  to  the  future  that  awaits 
baby  boomers  and  subsequent  cohorts  of  retirees.   We  must 
consider  the  issue  of  income  security  for  baby  boomers  in  a 
broader  context.   We  must  invest  in  the  education  and  training  of 
our  diverse  current  and  future  workforces  to  ensure  that  we 
continue  to  have  a  productive  labor  force  to  support  public 
benefits  for  retired  baby  boomers.   It  is  imperative  that  our 
Nation  continues  to  be  competitive  in  a  global  market  so  that  we 
may  have  the  economic  prosperity  to  insure  a  high  quality  of  life 
when  baby  boomers  retire. 

It  is  our  hope  that  when  completed  this  blueprint  will  provide  us 
with  the  guidance  that  we  will  need  to  address  the  retirement  of 
the  baby  boomers.   We  know  it  will  be  one  small  piece  of  a 
greater  picture.    We  know  the  government  cannot  and  should  not 
do  it  all  or  do  it  alone.   But  I  am  fairly  sure  we  will,  as  a 
Nation  and  a  government,  be  required  to  adjust  to  the  new 
realities  of  an  aging  society.   In  understanding  why  the  next  20 
or  30  years  may  require  some  fundamental  modifications  of  how  we 
respond  to  older  persons,  it  is  helpful  to  have  a  historical 
perspective.   I  view  this  century  and  our  response  to  aging  as  a 
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set  of  tbree  historical  periods:   the  young  aging,  the  modern 
aging  and  the  new  aging.   For  exeunple,  before  1930  the  government 
had  no  role  In  responding  to  the  needs  of  old  age.   Between  1930 
and  1990,  the  government  played  a  stronger  role  In  the 
development  of  age-based  programs,  such  as  Social  Security  and 
Medicare.  During  this  period,  we  saw  the  development  of  very 
influential  advocates  for  the  aging  population.   Organizations 
such  as  the  National  Council  of  Senior  Citizens  and  the  American 
Association  for  Retired  Persons  advocated  for  older  persons  on 
the  basis  of  priorities  of  the  elderly,  something  which  had  never 
happened  before  in  any  other  country.   The  post-1990  period  or 
the  "new  aging"  is  the  beginning  of  a  new  way  to  look  at  being 
old.   As  I  have  stated,  by  early  in  the  next  century,  we  will 
live  longer,  and  the  older  population  will  be  much  more  diverse 
based  on  race,  ethnicity,  lifestyle  and  geographic  mobility. 
Which  all  means  that  we  have  to  be  very  careful  about  the  public 
policies  we  enact  because  we  cannot  assume  that  any  one  policy 
will  suit  all  age  groups.   On  the  other  hand,  we  have  to  find 
what  we  have  in  common  so  that  we  don't  balkanize  what  we  try  to 
do.   I  think  it  is  important  to  note  that  we  have  an  extremely 
precious  natural  resource  to  tap  —  people  in  their  mature  years 
who  have  many  years  of  experience,  knowledge  and  wisdom  to 
contribute  to  society  to  help  in  improving  the  future.   These 
contributions  —  or  the  ability  to  contribute  —  will  surely 
intensify  as  the  baby  boomers  get  closer  to  retirement. 

What  we  ultimately  recommend  in  responding  to  the  future  needs  of 
the  baby  boomers  and  preparing  for  an  aging  society  remains  to  be 
seen.   We  have  a  limited  period  in  which  to  prepare  for  the  new 
aging.   That  window  of  opportunity  is  narrow,  perhaps  only  until 
the  end  of  this  decade.   It  is  critical  that  we  seize  this 
opportunity  for  we  may  not  have  one  again.   By  the  year  2000  the 
baby  boomers  will  have  recognized  their  own  aging  and  mortality, 
and  may  not  be  as  receptive  to  major  policy  adjustments.   If  we 
are  to  avoid  generational  tensions,  we  must  move  now  to  develop  a 
sense  of  community  and  commonality  among  generations  and  cohorts. 
We  must  avoid  conflict  between  boomers  and  today's  elders  as  well 
as  tomorrow's  young  competing  with  future  senior  groups.   I 
believe  that  we  can  minimize  tension  and  intergenerational 
competition  by  acting  now  to  understand,  plan  for  and  make  the 
changes  necessary  for  a  new  type  of  aging  at  the  turn  of  the 
century . 

During  his  inaugural  address,  President  Clinton  said,  "Throughout 
our  history,  at  every  critical  moment,  Americans  have  summoned 
the  courage  to  change,  to  adapt  our  Nation's  policies  and 
institutions  to  address  new  problems  in  a  changing  world." 

This  hearing  is  an  important  milestone  in  moving  toward  that 
objective.   The  attention  that  this  Subcommittee  has  given  to 
this  important  issue  inspires  us  to  build  on  your  leadership  and 
address  the  myriad  issues  of  an  aging  society. 

Thank  you  for  allowing  me  to  testify  today.  I  look  forward  to 
working  with  Members  of  this  Subcommittee  and  Congress,  and  I 
would  be  happy  to  respond  to  any  questions  you  might  have. 
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Chairman  Jacobs.  Before  we  proceed,  I  know  that  we  have  10 
or  12  seats  up  here  and  the  people  who  are  standing  on  either  side, 
if  you  would  like  to  come  up  and  take  these  seats  with  the  under- 
standing that  you  won't  ask  any  questions,  we  would  be  delighted 
for  you  to  do  it.  Mr.  Bunning. 

Mr.  Bunning.  I  have  no  questions. 

Chairman  Jacobs.  Mr.  Crane. 

Mr.  Crane.  No,  I  have  none. 

Chairman  Jacobs.  Well,  you  made  a  useful  contribution  to  the 
record.  Let  me  tell  you,  there  is  no  disrespect  for  your  excellent 
presentation,  sir,  it  is  usually  the  first  witness  who  gets  it  into  our 
ears,  and  we  do  thank  you  for  your  contribution,  which  I  think  is 
something  of  a  counterbalance  to  the  report.  We  are  grateful  for  it. 

Mr.  Torres-Gil.  Thank  you  very  much  for  the  time,  sir. 

Chairman  Jacobs.  Thank  you  very  kindly.  Don't  be  bashful. 
Come  sit  down.  The  chairs  work.  Our  first  panel  consists  of  Dr. 
Douglas  Bemheim  and  Professor  John  Weinberg,  professor  of  eco- 
nomic and  business  policy,  Princeton  University;  Eric  Kingson, 
Ph.D.,  associate  professor,  Graduate  School  of  Social  Work,  Boston 
College;  the  Employee  Benefits  Research  Institute  represented  by 
Paul  Yakoboski,  senior  analyst;  and  Sophie  Korczyk,  president,  An- 
alytical Systems,  Alexandria,  Va. 

And  I  am  sorry  that  we  have  taken  half  of  your  time  by  announc- 
ing you.  So  if  you  will  proceed  in  the  order  in  which  your  names 
were  mentioned,  we  would  be  grateful. 

Mr.  Bernheim.  I  think  that  makes  me  first  then. 

Chairman  Jacobs.  Yes,  Dr.  Bemheim. 

STATEMENT  OF  B.  DOUGLAS  BERNHEIM,  PHJ)^  PROFESSOR 
OF  ECONOMICS  AND  BUSINESS  POLICY,  PRINCETON  UNI- 
VERSITY, PRINCETON,  N^. 

Mr.  Bernheim.  I  have  been  asked  to  testify  today  about  the  ade- 
quacy of  personal  saving  by  members  of  the  oaby  boom  generation. 
In  January  of  this  year  I  released  the  results  of  a  major  research 
project  on  this  topic.  And  the  study  paints  a  rather  bleak  picture. 

Unless  members  of  the  baby  boom  generation  learn  to  be  far 
more  frugal,  most  of  them  will  have  to  accept  dramatically  lower 
standards  of  living  when  they  retire.  The  typical  baby  boom  house- 
hold is  saving  at  one-third  the  rate  required  to  finance  a  standard 
of  living  during  retirement  comparable  to  the  standard  of  living 
that  they  enjoy  oefore  retirement. 

To  conduct  this  study,  I  developed  an  elaborate  computer  model 
that  calculates  how  much  baby  boom  households  with  varying  char- 
acteristics need  to  save  for  retirement  throughout  their  adult  lives 
in  order  to  accumulate  enough  for  retirement  at  age  65.  The  model 
accounts  for  a  wide  variety  of  probable  economic  developments  over 
the  course  of  a  lifetime.  Aiid  I  then  compared  savings  prescriptions 
generated  by  the  model  with  actual  saving,  which  was  deduced 
n-om  a  survey  of  3,800  baby  boom  households  conducted  in  1992, 

This  comparison  revealed  that  the  average  baby  boomer  must  tri- 
ple his  or  her  rate  of  saving  to  avoid  a  precipitous  decline  of  living 
standard  during  retirement. 

I  should  also  emphasize  that  my  analysis  assumes  a  best  case 
scenario.  If  anything,  I  have  overstated  the  adequacy  of  retirement 


42 

preparation.  There  are  many  reasons  for  this.  For  example,  the 
analysis  assumes  that  every  penny  of  saving  will  be  available  for 
retirement,  that  households  don't  have  any  other  savings  needs 
and  objectives,  like  paying  for  college  tuition. 

In  contrast,  the  CBO  studv  concludes  that  while  some  groups  of 
baby  boomers  are  rather  badly  off,  the  typical  baby  boomer  will  be 
well  prepared  for  retirement.  I  will  now  clarify  the  relation  be- 
tween these  studies. 

The  primary  difference  between  these  studies  is  that  we  ask  dif- 
ferent questions,  I  ask,  will  the  baby  boomers  be  able  to  sustain 
their  standard  of  living  in  retirement?  The  CBO  asks,  will  baby 
boomers  be  as  well  off  in  retirement  as  their  parents?  Which  ques- 
tion is  more  relevant? 

Well,  that  depends  on  what  we  will  care  about  when  the  baby 
boomers  retire.  Will  we  care  about  the  fact  that  they  are  unhappy 
because  they  face  a  difficult  adjustment  to  a  much  lower  standard 
of  living?  The  fact  that  their  standard  of  living  will  be  low  relative 
to  other  households  in  the  United  States  and  probably  very  low  to 
the  elderly  in  other  developed  countries? 

I  would  say,  yes,  we  care  about  those  things.  Will  we  care  about 
the  fact  that  tney  will  be  as  well  oflF  as  retirees  who  have  been  dead 
for  20  years?  Probably  much  less. 

Even  if  we  believe  that  the  CBO  has  posed  an  important  ques- 
tion, the  factual  material  that  they  present  does  not  answer  the 
question.  There  are  many  reasons  for  this,  and  I  will  mention 
three. 

First,  the  appropriate  standard  of  adequacy  for  baby  boomers  of 
say  age  35  in  1993  is  completely  different  from  the  appropriate 
standard  of  adequacy  for  housenolds  of  age  35  in  1962.  Baby 
boomers  should  have  saved  significantly  more  relative  to  income  by 
the  same  age,  and  there  are  many  reasons  for  that. 

I  will  name  two  examples.  Baby  boomers  can't  expect  their  earn- 
ings to  grow  as  rapidly  as  their  parents'  did.  That  means  they  need 
to  start  saving  sooner.  Unlike  their  parents,  they  can't  afford  to 
wait.  Baby  boomers  are  having  children  later  than  their  parents 
did.  That  means  they  need  to  save  more  now  because  they  will 
have  fewer  years  to  save  afler  the  child-rearing  years. 

My  study  takes  these  and  other  environmental  factors  into  ac- 
count while  the  CBO  study  compares  apples  to  oranges. 

Second,  the  current  generation  of  retirees  is  well  prepared  only 
because  they  were  extraordinarily  lucky.  They  experienced  a  huge 
nm  up  in  public  and  private  retirement  benefits,  a  huge  run  up  of 
housing  prices,  and  high  inflation  that  eroded  the  real  value  of 
their  debts,  like  fixed  rate  mortgages. 

Studies  have  shown  that  without  these  surprises,  current  retir- 
ees would  have  been  badly  prepared.  If  baby  boomers  are  counting 
on  similar  surprises,  they  are  likely  to  be  disappointed. 

Third,  the  CBO  study  implicitly  asks  you  to  believe  that  100  per- 
cent of  housing  equity  will  be  available  to  finance  spending  during 
retirement,  and  this  is  unrealistic. 

Older  people  generally  do  not  want  to  change  or  down-size  their 
homes.  Studies  show  that  they  do  occasionally  down-size,  but  not 
to  finance  normal  retirement  consumption.  Usually  they  do  so  only 
after  they  run  into  trouble  of  one  kind  or  another. 
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Indeed,  a  recent  survey  by  the  AARP  found  that  84  percent  of 
persons  55  and  older  wish  to  stay  in  their  homes  and  never  move. 

But  even  if  this  wasn't  true,  imagine  what  would  happen  to 
housing  prices  if  all  of  these  baby  boomers  rushed  to  sell  their 
houses  during  retirement.  Much  of  that  housing  equity  would  evap- 
orate. 

If  you  exclude  a  significant  portion  of  housing  wealth,  then 
things  really  look  quite  Dad,  even  in  the  CBO  numbers. 

In  summary,  I  conclude  that  when  judged  by  appropriate  stand- 
ards, the  outlook  for  the  retirement  of  typical  baby  boomers  is  rath- 
er bleak,  and  I  take  no  comfort  in  the  CBO  study. 

Chairman  Jacobs.  Thank,  Dr.  Bemheim. 

Dr.  Yakoboski. 

STATEMENT  OF  PAUL  YAKOBOSKI,  PH.D.,  RESEARCH 
ASSOCIATE.  EMPLOYEE  BENEFIT  RESEARCH  INSTITUTE 

Mr.  Yakoboski.  I  am  pleased  to  appear  before  you  this  morning 
to  discuss  the  retirement  income  security  of  the  baby  boom  genera- 
tion. 

My  name  is  Paul  Yakoboski.  I  am  a  research  associate  at  the 
Employee  Benefit  Research  Institute,  a  nonprofit,  nonpartisan, 
public  policy  research  organization  based  in  Washington,  D.C.  I  am 
accompanied  by  Celia  Silverman,  a  research  analyst  at  EBRI. 

EBRI  has  been  committed  since  its  founding  in  1978  to  the  accu- 
rate statistical  analysis  of  economic  security  issues.  Through  our 
research,  we  strive  to  contribute  to  the  formulation  of  effective  and 
responsible  health,  welfare  and  retirement  policies. 

Consistent  with  our  mission,  we  do  not  lobby  or  advocate  specific 
policy  solutions.  I  would  like  to  submit  my  prepared  statement  for 
the  record,  and  will  touch  briefly  on  a 'few  points  from  it. 

Chairman  Jacobs.  Without  objection. 

Mr.  Yakoboski.  Thank  you.  Measures  of  retirement  income  secu- 
rity are  typically  based  on  replacement  ratios,  the  percentage  of 
final  pay  that  is  received  in  retirement  income,  however,  determin- 
ing what  replacement  ratio  will  provide  an  adequate  level  of  retire- 
ment income  is  dependent  on  many  factors,  particularly  individ- 
ual's needs,  wants  and  expectations  for  their  lifestyle  in  retirement 
relative  to  that  of  their  final  working  years. 

The  fraction  of  preretirement  income  needed  in  retirement  gen- 
erally rises  as  preretirement  income  falls.  However,  it  is  best  to 
first  focus  on  real  levels  of  consumption  needed  and  desired  in  re- 
tirement as  opposed  to  percentage  relationships  of  retirement  in- 
come to  preretirement  income,  when  talking  about  what  constitutes 
adequate  retirement  income.  This  is  especially  true  for  lower  wage 
earners. 

Also,  the  same  level  of  consumption  will  not  be  necessary,  in  gen- 
eral, to  maintain  the  same  standard  of  living  in  retirement  as  dur- 
ing working  years.  When  evaluating  how  well  individuals  are  pre- 
paring, total  wealth  accumulation  through  all  available  vehicles, 
including  individual  savings  as  well  as  employment-based  retire- 
ment plans,  should  be  considered. 

If  we  look  at  current  circumstances  in  the  retirement  income  se- 
curity area,  we  see  that  pension  coverage  rates  and  participation 
rates  rose  between  1987  and  1991  after  falling  between  1984  and 
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1987.  Vesting  rates  rose  over  the  entire  time  period.  In  1984,  52.7 
million  workers  were  covered  by  an  employment-based  pension 
plan,  compared  with  61.4  million  workers  in  1991. 

The  number  of  workers  participating  in  an  employment-based 
pension  plan  rose  from  43.3  million  in  1984  to  48.2  million  in  1991. 
The  number  of  workers  vested  in  a  pension  plan  rose  from  35.5 
million  to  43.1  million  between  1984  and  1991. 

While  the  number  of  primary  defined  benefit  plans  decreased 
over  the  1980s,  more  than  75  percent  of  these  plans  were  very 
small;  that  is,  they  only  had  two  to  nine  active  participants.  Thus, 
relatively  few  workers  were  affected.  Between  1985  and  1989,  the 
number  of  large  defined  benefit  plans  remained  stable  and  the 
number  of  very  large  plans,  those  with  10,000  or  more  active  par- 
ticipants, increased  slightly. 

The  number  of  primary  defined  contribution  plans  increased  for 
all  plan  sizes,  but  particularly  for  plans  with  less  than  250  partici- 
pants. 

While  the  net  number  of  private  defined  benefit  plans  has  de- 
clined and  the  net  number  of  private  defined  contribution  plans  has 
increased  dramatically,  there  is  little  evidence  that  a  "shift  from 
defined  benefit  to  defined  contribution  plans  has  occurred." 

Total  private  and  public  pension  assets  reached  $4.4  trillion  in 
1992  and  thus  represent  a  significant  store  of  wealth  to  fund  living 
expenses  in  retirement. 

Where  worker  choice  is  involved  in  retirement  plans,  in  particu- 
lar, 401(k)  type  arrangements,  individuals  tend  to  prefer  conserv- 
ative investments.  According  to  a  recent  survey  by  EBRI  and  the 
Gallup  Organization,  69  percent  of  individuals  preferred  low-risk, 
low-return  investments  for  their  pension  money,  while  only  25  per- 
cent preferred  high-risk,  high-return  investments. 

Investment  allocation,  however,  is  a  moot  issue  if  workers  do  not 
preserve  preretirement  lump  sum  distributions  from  their  plans. 
According  to  tabulations  by  the  IRS  and  EBRI,  lump  sum  total  dis- 
tributions from  retirement  programs  reached  $126  billion  in  1990. 
29  percent  of  those  who  received  a  lump  sum  distribution  in  1990 
rolled  over  at  least  part  of  the  distribution  into  an  IRA  and  57  per- 
cent of  the  dollars  distributed  were  rolled  into  IRAs. 

Projecting  retirement  income  levels  and  their  adequacy  for  to- 
day's workers  is  a  complicated  task.  The  number  of  workers  cov- 
ered, participating,  and  vested  in  employment-based  pension  plans 
are  at  historic  highs.  In  addition,  today's  workers  have  more  tools 
at  their  disposal  to  save  for  retirement  on  a  tax-preferred  basis 
than  at  any  time  in  the  past. 

Many  individuals  are  not  taking  advantage  of  these  opportuni- 
ties. Some  inevitably  will  save  more  as  they  age;  others  may  face 
a  financial  problem  when  they  retire.  Also  there  is  uncertainty  sur- 
rounding future  Social  Security  benefit  levels  and  taxes,  and  also 
regarding  Medicare  and  retiree  health  care  coverage.  Such  issues, 
combined  with  uncertainty  regarding  worker  behavior  in  such 
areas  as  lump-sum  distribution  preservation,  serve  to  make  the 
modeling  of  future  retirement  income  levels  uncertain. 

[The  prepared  statement  and  attachments  follow:] 
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STATEMENT  OF  PAUL  YAKOBOSKl 

RESEARCH  ASSOCIATE 

EMPLOYEE  BENEFIT  RESEARCH  INSTITLTTE 

BEFORE  THE  SUBCOMMITTEE  ON  SOCIAL  SECURITY 

COMMITTEE  ON  WAYS  AND  MEANS 

U.S.  HOUSE  OF  REPRESENTATIVES 

SEPTEMBER  21,  1993 

I  am  pleased  to  appear  before  you  this  morning  to  discuss  the  retirement  income  security  of  the  baby 
boom  generation.  My  name  is  Paul  Yakoboski.  I  am  a  research  associate  at  the  Employee  Benefit 
Research  Institute  (EBRD,  a  nonprofit,  nonpartisan,  public  policy  research  organization  based  m 
Washington,  DC.  I  am  accompanied  by  Celia  Silverman,  a  research  analyst  at  EBRl. 

EBRI  has  been  committed,  since  its  founding  in  1978,  to  the  accurate  statistical  analysis  of  economic 
security  issues.  Through  our  research,  we  strive  to  contribute  to  the  formulation  of  effective  and 
responsible  health,  welfare,  and  retirement  policies.  Consistent  with  our  mission,  we  do  not  lobby  or 
advocate  specific  policy  solutions. 

Much  attention  has  recently  been  focused  upon  the  retirement  prospects  of  the  baby  boom 
generation,  specifically  concerning  whether  they  are  adequately  preparing  financially  for  their 
retirement.  This  testimony  examines  the  environment  in  which  current  workers  prepare  for 
retirement  by  highlighting  trends  in  employment-based  pension  coverage,  participation,  and  vesting; 
exploring  trends  in  defined  benefit  and  defined  coninbulion  plans  by  plan  size;  discussing  worker 
preservation  of  lump-sum  distributions;  and  examining  the  use  of  other  retirement  savings  vehicles 
available  to  workers  today. 

Employment-based  retirement  plans  present  a  significant  opportunity  for  tens  of  millions  of  workers 
to  accumulate  assets  for  retirement.  While  the  drop  in  p>ension  coverage  rates  and  participation  rates 
over  the  mid  and  latter  1980s  has  been  well  documented,  it  should  also  be  noted  that  the  number  of 
workers  covered  and  participating  in  an  employment-based  pension  plan  continued  to  rise  over  this 
period.  In  addition,  recent  data  indicate  that  the  downward  trends  in  coverage  and  participation 
rates  may  be  reversing.  Vesting  rates  have  continued  to  rise. 

•     Pension  coverage  rates,  participation  rates,  and  vesting  rates  all  rose  between  1987  and  1991 . 
According  to  Bureau  of  the  Census  tabulations  of  the  Survey  in  Income  and  Program 
Participation  (SIPP),  the  pension  coverage  rate'  went  from  67.1  percent  in  1984  down  to  66.4 
percent  in  1987  and  then  rose  to  67.6  percent  in  1991    The  participation  rate^  went  from  55.1 
percent  to  52.7  percent  to  53.1  percent.  In  1984, 52.7  million  workers  were  covered  by  an 
employment-based  plan,  compared  with  55.7  million  in  1987  and  61.4  million  workers  in  1991. 
The  nuinber  of  workers  participating  rose  from  43.3  million  in  1984  to  44.3  million  in  1987  to  48.2 
million  in  1991.  The  percentage  of  workers  vested-'  in  a  pension  plan  rose  from  45.1  percent 
(35.5  million  workers)  to  47.4  percent  (43.1  million)  between  1984  and  1991  (table  1).  There  are 
gaps  in  coverage  and  participation,  especially  notable  among  the  young  and  those  working  for 
small  employers.  There  is  some  evidence  that  as  workers  age,  their  parhcipation  in  pension  plans 
teiKls  to  increase.^ 


While  the  net  number  of  private  defined  benefit  plans  has  declined  and  the  net  number  of  defined 
contribution  plans  has  increased  dramatically,  there  is  little  evidence  that  the  growth  in  defined 
contribution  plans  has  been  at  the  expense  of  defined  benefit  plans.  Between  1985  and  1989,  the 
number  of  small  and  mid-sized  defined  benefit  plans  declined,  while  the  number  of  defined 
contribution  plans  of  all  sizes  increased.  The  number  of  very  large  defined  benefit  plans,  those  with 
2^00  active  participants  or  more,  has  remained  stable. 

•     While  the  number  of  primary  defined  benefit  plans  decreased  over  the  1980s,  more  than  75 
percent  of  these  plans  were  very  small  (two  to  nine  active  participants),  and  thus  relatively  few 


'  Workers  were  asked  if  their  employer  or  union  had  a  relircmenl  plan  for  any  of  its  employees    A  worker 

who  answered  yes  was  counted  as  covered  by  an  employment-based  plan. 

^Covered  workers  were  asked  if  they  were  included  in  the  retirement  plan.  Workers  who  answered  yes 

were  counted  as  participating  in  an  employment-based  plan. 

^Respondents  reporting  that  they  were  plan  participants  were  asked  if  they  could  eventually  receive  some 

benefits  from  this  plan  upon  reaching  retirement  age  if  they  were  to  leave  the  present  employer  now  or  in 

the  next  few  months.  They  were  also  asked  if  their  retirement  benefits  from  this  plan  could  be  received  in  a 

lump-sum  payment.  If  they  answer  yes  to  either  question,  they  were  counted  as  vested. 

'See  Sylvester  J.  Schieber  and  Gordon  P.  Goodfellow,  "Pension  Coverage  in  America:  A  Class  Two-Thirds 

Full  or  One-Third  Empty?"  presented  at  U.S.  Department  of  Labor  Conference  "Pension  Coverage;  Where 

are  We  Going?",  April  16, 1993. 
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workers  were  affected.  The  number  of  primary  defined  benefit  plans  decreased  by  36323  plans 
between  1985  and  1989,  with  28,158  of  these  plans  having  two  to  nine  active  participants  (table  2). 

Between  1985  and  1989,  the  number  of  large  defined  benefit  plans  remained  stable,  and  the 
number  of  very  large  plans,  those  with  10,000  or  more  active  participants,  increased  slightly. 
During  this  period,  the  number  of  plans  with  10,000  to  19,999  active  participants  increased  7.6 
percent  and  the  number  of  plans  with  20,000  or  more  participants  increased  1.7  percent.  The 
number  of  primary  defined  benefit  plans  with  1,000  to  2,499  active  participants  decreased  5.9 
percent,  while  the  number  of  plans  with  2300  to  9,999  participants  remained  relatively  constant 
(table  2). 

The  number  of  primary  defined  contribution  plans  increased  for  all  plan  sizes,  but  particularly 
for  plans  with  fewer  than  250  participants.  The  number  of  primary  defined  contribubon  plans 
increased  by  233,271  plans,  with  58  percent  of  the  total  increase  (135,058  plans)  in  plans  with  two 
to  tune  active  participants,  and  88  percent  of  the  total  increase  was  in  plans  with  fewer  than  250 
active  participants.  The  number  of  primary  defined  contribution  plans  with  250  to  2,499 
participants  increased  by  1,901  plans,  and  the  number  of  plans  with  2,500  or  more  participants 
increased  by  88  plans  (table  3). 

There  is  little  evidence  that  a  "shift"  from  defined  benefit  to  defined  contribution  plans  has 
occurred.  The  net  increase  in  primary  defined  contribution  plans  between  1985  and  1989  was 
1%,448  plans  greater  than  the  net  decrease  in  primary  defined  benefit  plans  across  all  plan  sizes 
(chart  1).  While  the  number  of  small  and  mid-sized  defined  t>enefit  plans  has  decreased,  large 
plans  remain  stable  and  very  large  plans  increased  slightly   This  indicates  that  the  growth  in 
defined  contribution  plans  resulted  from  more  than  plan  sponsors  terminating  defined  benefit 
plans  and  replacing  them  with  defined  contribution  plans. 

Much  of  the  growth  in  defined  contribution  plans  has  tx>cn  through  401(k)  plans.  It  is  possible, 
given  the  unique  advantages  of  401(k)  plans  and  their  rapid  growth,  that  the  creation  of  401(k) 
plans  caused  employers  that  otherwise  would  not  have  sponsored  any  pension  plan  to  establish  a 
401(k)  plan.  The  number  of  401(k)  plans  rose  from  17,303  in  1984  to  83,301  in  1989,  and  the 
number  of  active  participants  in  these  plans  grew  from  7.5  million  to  17.3  million  over  the  same 
tinne  period  (table  4). 

Many  401  (k)  plan  participants  also  participate  in  a  primary  defined  t)enefit  plan.  According  to 
EBRI  tabulations  of  the  Survey  of  Income  and  Program  Participation,  56  percent  of  participants  in 
401(k)  plar«  also  participate  in  a  defined  t)encfit  plan. 

Trends  in  defined  contribution  and  defined  benctit  plans  have  been  driven  by  the  changing 
environment  in  which  employers  design  retirement  plans.  Whether  intentionally  or 
unintentionally,  the  government  has  profoundly  influenced  the  relative  attractiveness  of  defined 
benefit  and  defined  contribution  plans  over  time.  The  introduction  of  Section  401(k)  in  the 
Revenue  Act  of  1978  and  the  release  of  proposed  regulations  in  November  1981  arguably 
increased  the  popularity  of  defined  contribution  plans  by  allowing  participants  in  profit-sharing 
plans,  savings  plans,  and  employee  stock  owenership  plans,  but  not  defined  benefit  plar«,  to 
make  elective  pre-tax  contributions.  The  Tax  Reform  Act  of  1986  and  the  Omnibus  Budget 
Reconciliation  Act  of  1987  included  provisions  that  likely  made  defined  benefit  plans  less 
attractive  than  defined  contribution  plans  to  many  employers. 

Total  private  and  public  pension  assets  reached  $4.4  trillion  in  1992  and  thus  represent  a 
significant  store  of  wealth  to  fund  living  expenses  in  retirement.  Defined  benefit  and  defined 
contribution  assets,  including  public  and  private  pension  plans,  increased  over  180  percent 
between  1983  and  1992.  Private  trusteed  pension  assets  grew  from  $892  billion  in  1983  to  $2.4 
trillion  by  the  end  of  1992.  Private  single-employer  defined  contribution  funds  held  $286  billion 
at  year-end  1983,  increasing  to  $891  billion  at  the  end  of  1992.  Single-employer  defined  benefit 
plan  assets  increased  from  $526  billion  in  1983  to  $1.3  trillion  as  of  year-end  1992.  Multiemployer 
plan  assets  increased  from  $79  billion  in  1983  to  $260  billion  by  year-end  1992.  Private  insured 
pension  fund  assets  grew  at  an  average  annual  rate  of  13  percent  from  1983  to  1991,  increasing 
from  $252  billion  to  $678  billion.  Federal  government  retirement  assets  grew  at  an  average 
annual  rateof  12  percent,  increasing  from  $112  billion  in  1983  to  $304  billion  in  1992.  State  and 
local  pension  fund  assets  grew  at  an  annual  rate  of  14  percent  from  1983  to  1992,  increasing  from 
$311  billion  to  $988  billion  (table  5). 


How  well  defined  contribution  plans  perform  as  retirement  income  producing  vehicles  will  depend 
upon  participant  behavior,  specifically  worker  decisions  regarding  participation,  investment 
allocation,  and  lumf>-sum  distribution  preservation. 

•     Participation  in  401(k)  plans  increased  between  1983  and  1988.  Of  the  27.5  million  workers 
offered  a  401{k)  plan  in  1988, 56.9  percent  participated,  up  from  34.3  percent  in  1983. 
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•  As  of  year-end  1992,  the  aggregate  asset  distribution  of  private  trusteed  single-employer  defined 
contribubon  plans  was  similar  to  that  of  single-employer  defined  benefit  plans.  Thirty-nine 
percent  of  single-employer  defined  benefit  plan  assets  were  directly  held  in  equity,  while  31.6 
percent  of  defined  contribution  assets  were  directly  held  in  equity;  18.4  percent  of  defined  benefit 
assets  were  directly  held  in  bonds  as  opposed  to  14.4  percent  of  defined  contribution  assets;  7.4 
percent  of  defined  benefit  assets  were  directly  held  in  cash,  compared  with  13.1  percent  of 
defined  contribution  assets;  35.1  percent  of  defined  benefit  assets  were  directly  held  in  other 
investment  vehicles,  as  opposed  to  40.9  percent  of  defined  contribution  assets  (table  6). 

•  Where  worker  choice  is  involved,  individuals  tend  to  prefer  conservative  investments. 
According  to  a  recent  survey  by  EBRI  and  the  Gallup  Organization,  69  percent  of  individuals 
preferred  low-risk,  low-return  investments  for  their  pension  money,  while  only  25  percent 
preferred  high-risk,  high-return  investments.  Such  preferences  indicate  a  focus  on  principal 
retention  as  opposed  to  wealth  accumulation.  This  may  be  the  result  of  worker  concerns 
regarding  their  economic  security  in  times  of  downsizing  and  layoffs.  Such  concerns  may  lead 
workers  to  focus  on  principal  retention  in  case  the  money  is  needed  in  the  short  term  rather  than 
focusing  on  wealth  accumulation  for  retirement  in  the  long  run.  To  the  extent  that  this  is  the  case, 
it  nuy  prove  difficult  to  alter  workers'  investment  decisions. 

•  While  sacrificing  some  long-term  investment  returns  with  a  conservative  strategy,  individuals 
inay  still  earn  a  competitive  rate  of  return.  In  a  particular  large  defined  contribution  plan,  the 
annual  rate  of  return  from  1983  through  the  firss  .-.alf  of  1993  on  the  fixed  income  guaranteed 
investment  contract  (GIC)  fund  was  9.1  percent    While  approximately  6  percentage  points  below 
the  return  in  the  plan's  equity  fund,  it  was  still  approximately  5  percentage  points  above  the  rate 
of  inflation  over  this  time  period,  plus  there  was  essentially  no  volatility  in  the  GIC  fund's  rate  of 
return.  The  GIC  fund's  rate  of  return  had  a  standard  deviation  of  0.6  percent  over  this  period, 
compared  with  a  standard  deviation  of  16  percent  for  the  equity  fund.  For  workers  concerned 
about  principal  retention,  GICs  may  be  a  rational  investment. 

•  Investment  allocation  is  a  mute  issue  if  workers  do  not  preserve  preretirement  lump-sum 
distributions  from  their  plans.  According  to  tabulations  by  the  Internal  Revenue  Service  (IRS) 
and  EBRI,  lump-sum  total  distributions  from  retirement  programs  reached  $125.8  billion  in  1990 
(table  7).  Twenty-nine  percent  of  those  who  received  a  lump-sum  distribution  in  1990  rolled  over 
at  least  part  of  the  distribution  into  an  individual  retirement  account  (IRA)  (a  total  of  3.1  million 
IRA  rollovers)  and  57  percent  of  the  amount  distributed  (a  total  of  $71.4  billion)  was  rolled  over 
into  IRAs  (table  8).  If  recipients  of  distributions,  in  particular  current  workers,  are  spending  the 
funds  on  current  consumption  rather  than  rolling  them  into  qualified  retirement  savings  vehicles 
or  preserving  them  in  some  other  manner,  it  will  altocl  the  number  of  individuals  who  will  have 
sufficient  assets  to  retire  in  the  lifestyle  they  desire  and  the  number  who  are  forced  to  remain  in 
the  work  force  longer  than  they  desire.  The  recently  enacted  20  percent  withholding  on  lump- 
sum distributioru  not  directly  transferred  into  a  tax-qualified  savings  vehicle  and  the 
accompanying  nvindatory  provision  of  a  direct  transfer  option  in  the  Unemployment 
Compensation  Amendments  of  1992  are  expected  to  increase  rollover  activity  and  thus 
potentially  enhance  retirement  income  security  for  current  workers. 

Individuals  have  significant  opportunities  to  save  on  a  tax-preferred  basis  on  their  own  for  retirement 
through  either  employment-based  plans  or  IRA  and  Keogh  accounts. 

•  There  are  growing  opportunities  for  individuals  to  save  on  their  own  through  salary  reduction 
arrangements,  such  as  401(k)  plans,  either  as  the  sole  plan  or  as  a  supplemental  plan.  As 
discussed  above,  the  number  of  401(k)  participants  more  than  doubled  between  1984  and  1989. 
Assets  in  401(k)  plans  amounted  to  $92  billion  in  1984  and  grew  to  $357  billion  in  1989. 
Conbibutions  to  401(k)  plans  grew  from  $16  billion  to  $46  billion  over  this  time  period  (table  4) 

•  The  federal  government  established  the  Thrift  Savings  Plan  in  1987  for  civilian  employees.  This 
plan  is  similar  to  a  private-sector  401(k)  arrangement  in  that  it  allows  federal  employees  to  make 
optional  tax-deferred  contributions  to  the  plan.  As  of  year-end  1992,  assets  in  the  thrift  savings 
plan  amounted  to  $16.1  billion. 

•  Employees  of  state  and  local  government  or  nongovernment  tax-exempt  organizahons  can  defer 
current  comper^ation  for  retirement  savings  on  a  tax-preferred  basis  through  Section  457  plans. 
A  survey  by  the  National  Association  of  Government  Deferred  Compensation  Administrators 
reported  that  49  state  and  52  local  governments'  457  plans  had  assets  of  more  than  $15  billion  as 
of  year-end  1991.  The  same  survey  showed  that  participants  contributed  an  average  amount  of 
$2,712  in  1991. 
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•  Employees  of  certain  charitable  organizations,  including  universities,  public  schools,  and 
nonprofit  hospitals,  can  participate  in  403(b)  plans  which,  similar  to  401(k)  plans  and  457  plans, 
allow  employees  to  make  pre-tax  contributions.  In  1991 ,  403(b)  assets  totaled  $224.3  billion.^ 

•  Workers  without  an  employment-based  plan  (or  with  income  below  a  threshold  level)  can  save 
for  retirement  on  a  tax-preferred  basis  through  an  IRA.  Self-employed  individuals  may  establish 
Keogh  plans  for  themselves  and  their  employees.  Between  1985  and  1992,  total  assets  held  in 
IRAs  and  Keogh  plans  increased  from  $228  billion  to  $773  billion. 

Conclusion 

Measures  of  retirement  income  security  are  typically  based  on  replacement  ratios,  the  percentage  of 
final  pay  that  is  received  in  retirement  income.  However,  determining  what  replacement  ratio  will 
provide  an  adequate  level  of  retirement  income  depends  on  many  factors,  particularly  individuals' 
needs  and  expectations  for  their  lifestyle  in  retirement  relative  to  that  of  their  final  working  years. 
The  fraction  of  preretirement  income  needed  in  retiremcnl  generally  rises  as  pre-retirement  income 
falls.  However,  it  is  best  to  first  focus  on  real  levels  of  consumption  needed  and  desired  in 
retirement,  as  opposed  to  percentage  relationships  of  retirement  income  to  pre-retirement  income, 
when  talking  about  what  constitutes  adequate  retirement  income,  especially  for  lower  income 
workers.  When  evaluating  how  well  individuals  are  preparing,  total  wealth  accumulation  through 
all  available  vehicles,  including  individual  savings  as  well  as  employment-based  retirement  plans, 
should  be  considered. 

Projecting  retirement  income  levels  and  their  adequacy  for  today's  workers  is  a  complicated  task.  The 
number  of  workers  covered,  participating,  and  vested  in  employment-based  pension  plans  is  at  an 
historic  high.  In  addition,  today's  workers  have  more  tools  at  their  disposal  to  save  for  retirement  on 
a  tax-preferred  basis  than  at  any  hme  in  the  past.  Many  individuals  are  not  taking  advantage  of  these 
opportunities.  Some  inevitably  will  save  more  as  they  age,  but  others  may  face  a  financial  problem 
when  they  retire.  On  the  other  hand,  there  is  uncertainty  surrounding  future  Social  Security  benefit 
levels  and  taxes,  and  also  regarding  Medicare  and  retiree  health  care  coverage.  Such  issues, 
combined  with  uncertainty  regarding  worker  behavior  in  such  areas  as  lump-sum  distribution 
preservation,  serve  to  make  the  modeling  of  future  income  levels  difficult. 


^Inveslment  Company  Institute,  A  Banner  Year.  1992  Perspective  on  Mutual  Fund  Activity  (Washington,  DC: 
Investment  Company  Institute,  1992). 
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Table  I 
rcntlon  Elltlblllly— Wage  and  Salary  Workers  Aged  25  and  Over   1984,  1987,  and  1991 


1084 
IHT 
IWI 


(thiiuuniis 
78,(.l') 
'M),785 


I'cric'ntJKi;  Numhor  I'crccnugc  Number  I'cncnugc  Numhtr 

of  Workers        of  Workers         ol  Workers         of  Workers         of  Workers        of  Workers 

(j)vered  Covered         I'ariiiipatini}     I'jriicipatiiii;  Vested  Vesied 

(Ifiousjnds) (thousands) (ifiuusands) 


(.7.1% 

(>(..-t 

(.7.(> 


52,7^7 
55,738 
61,402 


55.1% 

52.7 

53.1 


43,2>)() 
44.2'J7 
48,204 


45.1% 

44.8 

47.4 


35,47') 
37. (.04 
43,05') 


Sowrrv:  Unpublished  labuladons  of  Ihc  Survey  of  Intomc  and  Program  Parlicipaiion  by  itie  U.S.  DcpartnKiil  of  Commeri  e.  Ilureau 
of  Ihc  Cmtut. 


Table  2 
Primary  Defined  Benefit  Plan  and  Active  Participant  Trends 


Primary  Plan 


Active  Pariicipanis 
(thousands) 


Percent 
Oistritxjiion  ol 


Percentage 

Patticipanis 

Net 

Percentage 

Active  Participants 

1985 

1989 

Net  change 

change 

1985 

1989 

1989 

change 

change 

^-9 

88,124 

59.966 

-28.158 

-320% 

353 

246 

0  9% 

-106 

-301% 

10-24 

24,267 

17,791 

-6.476 

-267 

369 

271 

1  0 

-98 

-26.5 

25-49 

14.178 

9,736 

-4.442 

-313 

491 

340 

1  2 

-151 

-307 

50-99 

11.303 

9,013 

-2.290 

-203 

808 

645 

24 

-163 

-202 

100-249 

9.534 

7.109 

-2.425 

-254 

1.498 

1.135 

42 

-364 

-243 

250-499 

4.670 

4.022 

-648 

-139 

1,651 

1.430 

52 

-221 

-13  4 

500-999 

3.149 

2.701 

-»48 

-142 

2,222 

1,910 

70 

-312 

-14.0 

1.000-2.499 

2.360 

2.220 

-140 

-5  9 

3.636 

3.434 

126 

-202 

-5.6 

2,500-4.999 

847 

833 

-14 

-17 

2.930 

2,940 

108 

10 

0.3 

5.000-9.999 

455 

450 

-5 

-1  1 

3.141 

3,153 

11.6 

12 

0.4 

10.000-19.999 

198 

213 

15 

76 

2.749 

2,956 

108 

206 

75 

20.000  w  more 

175 

178 

3 

17 

8.985 

8,792 

32.3 

-193 

-21 

None  01  none  reported 

10.280 

18.485 

8.205 

79  8 

Total 

169.540 

132.717 

-36.823 

-21.7 

28.834 

27,252 

100.0      - 

1,582 

-55 

8ou>o«:  Emptoye*  Benefit  Research  institute  tabulations  of  1985  and  1989  Form  5500  annual  reports  filed  with  the  Internal  Revenue 

SMViOt. 


Active  Participants 


Table  3 
Primary  Defined  Contribution  Plan  and  Active  Participant  Trends 


Pnmary  Plans 


Active  Participants 
(thousands) 


Net        Percentage 
change        change 


Percentage 
Distribution  of 

Pariicipanis       Net        Percentage 
1989  change        change 


2-9 

199.704 

334.762 

135,058 

67  6% 

852 

1.410 

85% 

558 

65  5% 

10-24 

70.424 

107.113 

36.689 

521 

1.056 

1.637 

98 

581 

25-49 

31.406 

48.351 

16.945 

540 

1.091 

1.680 

101 

589 

5fr-99 

17.620 

29.997 

12.377 

702 

1.224 

2,081 

12.5 

857 

700 

100-249 

8,878 

13.334 

4.456 

502 

1.331 

1,991 

12.0 

660 

496 

250-499 

2.552 

3.599 

1.047 

410 

868 

1,239 

7.4 

371 

428 

500-999 

1.185 

1.675 

490 

41  4 

808 

1,151 

6.9 

343 

424 

1,000-2.499 

784 

1.148 

364 

464 

1.194 

1,709 

10.3 

2.500-4.999 

219 

265 

46 

21  0 

752 

907 

5.4 

154 

205 

5.00O-9.999 

97 

107 

10 

103 

683 

726 

10.0OO-I9.999 

34 

59 

25 

73.5 

460 

788 

328 

20.000  or  more 

29 

36 

7 

24  1 

1.100 

1,329 

80 

229 

None  Of  no«>e  reported 

13,082 

38.839 

25.757 

1969 

Total 

346.014 

579,285 

233,271 

674 

11.420 

16,647 

100.0 

SouKa:  Emptoyee  Benelil  Research  Institute  tabulations  of  1985  and  1989  Form  5500  annual  reports  (iled  with  the  Internal  Revenue 
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Table  4 
401(k)    Trtnds 

Summary  of  Prfvaia-Sador  Oualltlad  40l(k)  Cash  or  Oefarrad  Arrangamartt 
Trands,     1984-1989 


Plans* 
Pwcantag*  eH  att  privals  plans 
Parcantag*  at  aa  pnvata  dsfmsd 
oGntfixjton  plans 


Adiv*  Participants')'' 
PocarHag*  of  all  adiv*  pnvaM  partidpants 
401(k)  s  pnma/y  plan 
p«<c»nlaga  of  al  adiva  privala  panicpants 
pofosntaga  cH  al  acUva  pnvala  pnma/y 
(Winad  contrbubon  participants 


1 7.303 
3% 

29.869 
S% 

37.420 
5% 

45.054 

6% 

68.121 
9% 

4% 

6% 

7% 
(thousands) 

8% 

12% 

7.S40 

19% 

d 

10.339 

26% 

d 

11.559 

28% 

d 

13.131 
31% 
3.419 

15.451 

37% 

d 

Assats 
Paicantaga  ol  al  pnvata  assats 
Paroantaga  ol  al  pnvata  dafinad 
oontriudon  assats 


ConttkutDns 
Paicanlaga  ol  al  pnvata  contnbutions 
Paroantaga  ol  al  pnvata  dafinad 
contributDo  oondibulions 


Bwwiils 
Parcantaga  ol  al  privata  banalils 
Paroantaga  ol  al  privala  dafinad 
cur  Nf  button  banaTNs 


$91,754 
9% 

$143,939 
11% 

$182,784 
13% 

$215,477 
15% 

$276.995 : 
18% 

»57.01S 
21% 

27% 

34% 

37% 
($milions) 

41% 

46% 

52% 

$16,291 
18% 

$24,322 
26% 

$29,226 
32% 

$33,185 
36% 

$39,412 
43% 

$46,081 
44% 

38% 

46% 

50% 
($milions) 

53% 

60% 

57% 

$10,617 
13% 

$16,399 
16% 

$22,898 

18% 

$22,215 

18% 

$25,235 

21% 

$30,875 
22% 

33% 


35% 


37% 


40% 


Souica:  Eniployaa  Banalil  Raaaardi  instiluta  tatxiatuns  basad  on  John  A.  Tumar  and  DanialJ.  Balar, 
adi.,  Tnnda  in  Ptnaima.  Sacond  adilion  (Washington.  DC:  U.S.  Govammanl  Piirting  Olfioa. 
1992);  and  irpuliiahad  Dapartinanl  ol  Labor  tabulations  ol  1 989  Form  5500  annual  rapons  Nad 
nvilh  tha  inlamal  Rawanua  Sanrica. 

*Exduda»  singlajMrtcipirt  plana. 

l>May  induda  soma  amployaas  who  ara  aligUa  to  pailcpata  in  tha  plan  but  hava  not  alactad  to  join. 

'401  (k)  partidpanis  may  paftidpala  in  ona  or  mora  additional  plans. 

<4>ata  not  avalafala. 


Tables 
Financial  Assau  of  Privata  and  Govemmant  Pension  Funds,  1983-1992 


Sinnia  Emplovar 


Oalinad 
banalit 


Oalinad 
contriMjtion 


Multi- 
amploy  ar 


Privata 

Insurad 


Fadaral  Stala  and 

Govarnmant  Local 

Raliramant       Govarnmant 


1983 
1984 


1987 
198a 
1989 
1990 
1991 
1992 


1987 
19a8 

1989 
1990 
1991 
1992 


$526 
535 

643 
739 
770 
857 
1010 
965 
1.218 
1.276 


33.6% 

31.2 

31J 

31.1 

30.2 

29.8 

30.0 

28.5 

29.8 

29.0 


$286 
322 
392 
447 
471 
522 
623 
584 
787 
891 


($  billions) 


143 
148 
170 
200 
194 
240 
260 


$252 

291 
347 

410 
459 
516 
572 
636 
678 
n/a 


(parcantaga  ol  total  pansion  assats) 


18.3% 

18.8 

19.1 

18.8 

18.5 

18.1 

18.5 

17.3 

19.2 

203 


5.8 
5.9 
5.9 
5.7 


16.1% 

17.0 

16.9 

17  2 
18.0 
17.9 
17.0 

18  8 
16.6 

n/a 


$112 
130 
149 
170 
188 
208 
229 
251 
276 
304 


72 
72 


$311 

$1,566 

357 

1.716 

405 

2.057 

469 

2.378 

517 

2.553 

606 

2.879 

735 

3.369 

752 

3.382 

891 

4.090 

988 

4.396 

19.9% 

100.0% 

20.8 

100.0 

19.7 

1000 

197 

100.0 

203 

100.0 

21.1 

100.0 

218 

100.0 

22.2 

100.0 

21.8 

100.0 

22.5 

100.0 

Sourc«:  Employaa  Banalit  Rasaareh  Instiluta,  Quartmrty  Ptnsion  Invaatmant  Raport  first  quartar  1993 
(WashingMn,  DC:  Employaa  Banafil  Rasaareh  Instiluta,  1993):  Board  ol  Govamors  ol  tha  Fadaral  Rasarva 
Systam,  Fto»  ol  Funds  Accounts:  Assats  and  Liabiitias  Outstanding  First  Quartar  >993  (Washington,  DC: 
Board  ol  Govamors  01  tha  Fadaral  Resarva  Systam.  1993). 
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Table? 
Asset  Allocation  of  Privats  Trusteed  Single-Employer  Pension  Plans  by  Plan  Type 

i'      Penned  Benefit  Plans  Detined  Contnhiilion  Plans 

Cash   Other       Total  Cash    Other      Total 

Equity     Bonds   rtems   assets   assets       Equity     Bonds  items   assets  assets 

($  billions) 


1983 

$212 

$124 

$40 

$151 

$526 

$89 

$63 

$41 

$94 

$286 

1984 

202 

136 

46 

150 

535 

101 

70 

46 

105 

322 

1985 

248 

159 

56 

181 

643 

126 

72 

54 

140 

392 

1986 

293 

178 

60 

208 

739 

148 

79 

60 

159 

447 

1987 

289 

171 

63 

247 

770 

157 

78 

63 

173 

471 

1988 

323 

176 

72 

286 

857 

168 

80 

75 

199 

522 

1989 

394 

195 

81 

340 

1.010 

201 

92 

87 

244 

623 

1990 

362 

202 

76 

325 

965 

173 

96 

83 

231 

584 

1991 

477 

230 

90 

411 

1,208 

239 

117 

108 

316 

78D 

1992 

498 

233 

95 

446 

1.271 

281 

128 

116 

363 

888 

(percentage  distribution) 

1983 

40  2% 

23.5% 

7  6% 

28  7%  100  0% 

31  0% 

22  1% 

14  2% 

32.7%  100  O"? 

1984 

378 

255 

87 

28  1 

100.0 

31  3 

21  9 

143 

325 

1000 

1985 

385 

248 

87 

28  1 

100.0 

322 

183 

137 

358 

1000 

1986 

396 

24.1 

81 

282 

100.0 

33  1 

17.7 

13.5 

35.7 

100  0 

1987 

376 

222 

8.2 

320 

1000 

333 

166 

13.3 

36.8 

100  0 

1988 

377 

20.5 

84 

33.4 

1000 

322 

15.2 

14.4 

38.1 

100.0 

1989 

390 

19.3 

80 

336 

1000 

322 

147 

139 

392 

100.0 

1990 

375 

20.9 

79 

33  7 

1000 

296 

16  5 

142 

39.6 

100.0 

1991 

395 

19.0 

75 

340 

100.0 

306 

150 

13.9 

405 

100  0 

1992 

39.1 

18.4 

74 

35.1 

100.0 

31  6 

144 

13.1 

409 

1000 

Source:  Employee  Benefit  Research  Institute,  Quarterly  Pension  Investment  Report,  fourth 
quarter  1992  (Washington.  DC:  Employee  Benefit  Research  Institute, 1993) 


Table  7 
Total  Distributions  from  Tax  Qualified  Plans,  1987-1990 

Distributions 1987 1988 1989 1990 

Number  of  Distributions  (millions) 

Aggregate*  11.4  12.2  11.6  10.8 

Non-lRA/SEPb  8.8  c  c  8.2 

IRA/SEP  2.6  c  c  2.6 

Total  Amounts  Distributed  (S  billions) 

Aggregate  80.3  85.2  115.3  125.8 
Non-IRA/SEP  65.9  c  c  107.2 
IRA/SEP \±4 c c 18.6 

Source:  Employee  Benefit  Research  Institute/Internal  Revenue  Service 
tabulations  of  IRS  Forms  1 1 199-R,  Statement  for  Recipients  of  Total  Distributions 
From  Profit-Sharing,  Reiir<.ment  Plans,  Individual  Retirement  Arrangements, 
Insurance  Contracts,  En..  1987-90. 
*  Individual  retirement  a<  count 
''  Simplified  employee  pension 
•^  Not  available 


Table  8 
Rollover  Contributions  to  lRAs,»  1987-1990 

Contributions 1987 1988 1989 1990 

Number  of  Contributions  (millions) 

2.6  2.6  2.9  3.1 

Total  Amounts  Contributed  ($  billions) 

39.3  45.9  63.0  71.4 

Source:  Employee  Benefit  Research  Institute/Internal  Revenue  Service 
tabulations  of  IRS  Forms  5498,  Individual  Retirement  Arrangement 
Informadon,  1987-90. 
*  individual  retirement  account 
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Cham 

ComparlMn  of  the  NM  Change  In  the  Number  of  Primary  Defined  Benefit  and  Defined 

ContrllMjtIon  Plans  Between  1985  and  1989 


B  Defined  Contribution 
D  Oelined  Benefit 


-40.000    -20.000         0  20.000     40.000     60,000      80.000     100.000    120.000    140,000 

Net  Change  In  the  Number  of  Plans  Between  1985  and  1989 


Source:  Employee  Benefit  Research  Institute  tabulations  ol  1985  and  1989  Form  5500  annual 
reports  fitod  with  the  Internal  Revenue  Service. 
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Chairman  Jacobs,  Dr.  Kingson.  I  am  sorry  I  reversed  the  order 
there.  It  was  an  oversight.  I  apologize.  You  are  on. 

STATEMENT  OF  ERIC  KINGSON,  PHX).,  ASSOCIATE  PROFES- 
SOR, GRADUATE  SCHOOL  OF  SOCIAL  WORK,  BOSTON  COL- 
LEGE, CHESTNUT  HILL,  MASS. 

Mr.  Kingson.  Mr.  Chairman,  members  of  the  Subcommittee  on 
Social  Security,  it  is  £m  honor  to  appear  before  you  today. 

My  name  is  Eric  Kingson.  I  am  an  associate  professor  at  the  Bos- 
ton College  Graduate  School  of  Social  Work  and  author  of  a  report 
on  the  retirement  of  baby  boomers  which  was  published  by  the 
AARP.  With  your  permission,  I  would  like  to  submit  the  report  for 
the  record  and  my  written  testimony. 

Chairman  Jacobs.  Without  objection. 

Mr.  Kingson.  I  would  like  to  add  that  the  views  presented  in  the 
report  are  my  own  and  are  not  intended  to  represent  positions  of 
the  AARP. 

The  main  point  that  I  wish  to  make  today  is  that  an  understand- 
ing of  the  diversity  of  baby  boomers  provides  the  first  and  most  im- 
portant point  of  departure  for  those  thinking  about  the  retirement 
of  the  76  million  people  born  between  1946  and  1964. 

No  matter  how  measured,  the  baby  boom  cohorts  are  diverse  and 
this  diversity  has  numerous  implications.  Take  their  age.  Some 
baby  boomers  were  17  years  old  when  the  Nation  lost  John  F.  Ken- 
nedy. Other  baby  boomers  were  not  yet  conceived.  When  the  oldest 
members  of  the  baby  boom  reach  retirement  age,  the  youngest 
members  will  be  in  relatively  middle  early  age. 

The  younger  baby  boomers  are  more  lik^  to  be  at  risk  during 
their  retirement  years  than  the  older  ones.  Tne  older  ones  are  more 
likely  to  have  entered  the  labor  force  during  a  favorable  period, 
more  likely  to  have  received —  reaped  advantages  of  favorable 
housing  markets,  and  have  a  higher  rate  of  pension  coverage. 

Boomers  also  differ  by  race  and  ethnicity.  About  18  milRon  baby 
boomers  are  members  of  minorities  at  risk,  groups  which  generally 
have  a  higher  rate  of  poverty.  They  differ  by  family  circumstances, 
they  differ  by  education.  While  nearly  one-quarter  have  graduated 
from  college,  about  3  million  have  less  than  a  ninth  grade  edu- 
cation. 

They  differ  by  income  status.  While  many  are  doing  quite  well 
today,  as  we  have  heard,  11  percent  live  below  the  official  poverty 
line.  Of  over  5  million  single  female  baby  boomers  who  have  fami- 
lies with  young  children  today,  about  45  percent  have  below  pov- 
erty incomes. 

They  also  differ  in  terms  of  housing  equity,  pension  coverage, 
and  in  many  other  ways. 

The  point  I  would  like  to  make  is  that  pop  culture  notwithstand- 
ing, images  of  baby  boomers  as  Yuppies  who  metamorphose  at  30 
something  into  parents  simply  do  not  describe  the  way  most  mem- 
bers of  this  generation  live. 

Moreover,  the  notion  that  nearlv  all  baby  boomers  face  dismal  re- 
tirements misses  the  mark.  Such  stereotypes  are  inaccurate  and 
provide  an  unsound  basis  for  planning  policy  for  the  aging  of  the 
baby  boomer.  They  also  overlook  the  reality  that  barring  unfore- 
seen economic  calamity,  there  is  every  reason  to  believe  that  the 
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Social  Security  program  will  continue  to  provide  very  effective  pro- 
tection for  baby  boomers  just  as  it  does  for  current  groups  of  elders. 

So  how  should  we  begin  to  think  about  public  policy  responses 
to  the  ^ng  of  this  vast  and  diverse  group  of  Americans?  Well,  first 
we  need  to  frame  the  issue  in  a  manner  that  recognizes  their  di- 
verse circumstances  and  needs. 

The  tendency  of  the  press  and  others  to  present  the  retirement 
of  baby  boomers  in  highly  overgeneralized  and  cataclysmic  terms 
must  not  overshadow  sound  analysis,  such  as  those  contained  in 
the  new  CBO  report.  We  need  more  forums  such  as  the  one  the 
committee  has  established  today  to  highlight  that  some  boomers 
are  headed  toward  very  comfortable  retirements,  others  need  ex- 
panded protections  in  areas  such  as  long-term  care,  and  that  still 
others  are  headed  toward  very  difficult  retirement  years. 

Second,  recognition  of  the  diversity  of  baby  boomers  should  ap- 
propriately focus  attention  on  the  potential  of  most  boomers  to 
make  social  contributions  during  their  old  age.  This  might  help 
move  some  of  the  discussion  of  the  aging  society  away  from  elders 
as  bundles  of  needs  and  more  toward  a  recognition  of  what  elders 
can  and  should  do  in  an  aging  society. 

Third  and  very  importantly,  awareness  of  this  diversity  should 
also  highlight  that  while  the  retirement  security  of  many  baby 
boomers  is  all  but  certain,  the  retirement  years  for  many  others, 
such  as  the  currently  8  million  defined  as  poor,  the  over  5  million 
women  who  are  single  parents,  low  wage  workers,  those  closed  out 
of  home  ownership  and  those  not  having  adequate  private  pension 
or  other  pension  coverage,  their  retirement  is  likely  to  be  bleak. 

Failure  to  focus  on  the  needs  of  those  at  greatest  risk  will  likely 
result  in  greater  inequality  of  retirement  circumstances  than  is 
currently  the  case  for  the  elderly  today. 

In  addition  to  understanding  the  diversity  of  the  baby  boom,  it 
is  important  to  recognize  that  the  aging  of  the  baby  boom  does  not 
present  policymakers  with  an  impending  demographic  disaster. 
Rather,  outcomes  for  boomers  and  society  as  a  whole  will  be  shaped 
by  what  we  do  today. 

So  I  suppose  my  message  is  we  should  not  draw  on  Bob  Dylan's 
time,  "A  Hard  Rmn  is  Going  to  Fall,"  to  frame  the  issue.  On  the 
other  hand,  we  probably  shouldn't  take  the  title  of  another  song, 
"Don't  Think  Twice,  It  Is  All  Right,"  as  the  best  way  to  frame  it. 

The  reality  is  somewhere  in  between,  as  I  think  the  CBO  report 
suggests. 

Cnairman  Jacobs.  Thank  you  very  much. 

[The  prepared  statement  follows:] 
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Statement  of  Eric  KIngson 

Associate  Professor 

Boston  College  Graduate  School  of  Social  Work 

Chestnut  Hill,  Massachusetts  01760 

before 

Th«  Subcommittee  on  SocIqI  Security 

Committee  on  Ways  and  Means, 

U.S.  House  of  Representatives 

Hearing  on  Retirement  Income  Security: 

Can  the  Baby  Boom  Afford  to  Retire? 

September  21,   1993 


Mr.  Chairman  and  members  of  the  Subcommittee  on  Social  Security  of 
the  Ways  and  Means  Committee,  It  Is  an  honor  to  appear  before  you  to  discuss 
Issues  surrounding  the  retirement  of  the  Baby  Boom  cohorts.  The  main  point 
that  I  wish  to  make  today  Is  that  an  understanding  of  the  diversity  of 
Baby  Boomers  provides  the  first  and  most  Important  point  of 
departure  for  those  thinking  about  the  retirement  of  the  76  million 
people  born  between  1946  and  1964. 

My  name  Is  Eric  KIngson.  I  am  an  associate  professor  of  social  policy  at 
the  Boston  College  Graduate  School  of  Social  Work.  My  scholarship  and 
research  address  Social  Security  policy  Issues,  the  political  and  economic 
consequences  of  population  aging,  the  aging  of  the  Baby  Boom  cohorts  and 
Intergeneratlonal  policy  Issues.  I  have  previously  directed  a  study  for  the 
Gerontological  Society  of  America  on  the  generational  equity  issue  and  served 
as  a  staff  advisor  to  the  1982-3  National  Commission  on  Social  Security 
Reform. 

In  my  testimony  I  will  briefly  describe  the  heterogeneity  of  the 
baby  boom  cohorts  and  the  lessons  that  follow  from  a  recognition  of 
this  diversity.    I  will  conclude  by  discussing  why  demography  Is  not 
destiny,    that  Is,  why  the  aging  of  the  Baby  Boom  does  not  present 
policymakers  with  an  Impending  demographic  disaster.    I  will  draw 
from  a  report  i  authored  which  addresses  many  of  these  Issues  (  see  KIngson, 
Eric  R.,  The  Diversity  of  Ihe  Baby  Boom  Generation:  impiicalions  for  their 
Retirement  Years.  American  Association  of  Retired  Persons,  Forecasting  and 
Environmental  Scanning  Division.  April  1992).  With  your  permission,  i  wouW 
like  to  submit  my  report  for  the  record  of  the  Committee.  I  would  also  like  to 
acknowledge  that  AARP  provided  funding  and  staff  assistance  for  my  research 
and  published  the  report.  The  views  presented  in  it  and  In  today's  testimony, 
however,  are  my  own  and  do  not  necessarily  reflect  positions  of  AARP. 


The  Baby  Boom  Cohorts  are  Diverse 

Nomatter  how  measured,    the  Baby  Boom  cohorts  are  diverse 
and  this  diversity  has  numerous  Implications.  Let  me  give  a  few 
examples. 

Take  their  age.  Some  baby  boomers  were  17  when  the  nation  k>st  John 
F.  Kennedy  while  others  were  in  playpens,  in  utero  or  not  yet  conceived. 
When  the  oMesl  members  reach  age  65,  the  youngest  will  still  bQ  in  relatively 
early  middle  age.  As  others  have  also  pointed  out  new  wave  Baby  Boomers 
are  more  likely  to  be  at  risk  during  their  retirement  years  than  old  wave  boomers 
(Bouvler  and  DeVKa;  1991;  Light,  1988).  The  older  ones  (born  from  1946-54) 
were  more  Rkely  to  have  entered  the  labor  force  during  favorable  perkxls, 
benefited  from  relatively  k>w  housing  costs,  are  more  likeiy  to  be  homeowners, 
have  relatively  higher  rates  of  private  penston  coverage  and  the  like.    The  new 
wave  t)Oomers  are  more  likely  to  t>e  affected  by  any  shrinkage  In  publk:  and 
private  retirement  income  systems  that  may  occur  and  are  more  likely  to  be 
paying  more  for  housing. 
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Boomers  also  differ  by  race  and  elhnldty.  About  18  mlinon  Baby 
Boomers  are  members  of  minorities  at  risk-groups  which  generally  have  higher 
rates  of  poverty.  Of  course,  within  various  minority  groups,  there  Is  also 
considerable  cflverslly.   As  the  Boom  Boom  cohorts  age  the  proportion  of 
minority  elders  will  Increase  from  about  14  percent  today  to  39  percent  In  2050 
under  middle  series  Census  projections  (Day,  1992}  and  there  will  be  fewer  first 
and  second  generation  European  elders  relative  to  today.    OveraH,  there  will 
be  an  Increasing  need  for  policy  makers  to  assess  how  various  program  and 
poltoy  changes  affect  groups  differently 

They  differ  by  family  circumstance.  The  coming  of  age  of  Baby  Boomers 
coincided  with  numerous  changes  In  the  family.    A  higher  proportion  (roughly 
10%  compared  to  5%  of  their  parents  generation)  will  never  marry  (House  Ways 
and  Means  Committee,  1987).  Boomers  have  often  postponed  having 
children,  had  smaller  families,  divorced  more  frequently  and  raised  more 
children  In  single  parent  households  (Saluter,  1989).  About  half  of  the 
marriages  of  Baby  Boomers  are  expected  to  end  in  divorce;  but  3/4  are 
expected  to  remarry  (Cherlin  and  Furslenberg,  1982).  Thus,  kinship  patterns 
are  more  complex  and  with  this  complexity  comes  questions  of  who  Is 
responsible  for  parental  and  step-parental  care(Hage$tad.  1986).    Fewer 
children,  the  Increased  labor  force  participation  of  women  and  greater 
likelihood  of  parents  living  longer  means  that  Boomers  are  likely  to  have  less  of 
a  kinship  system  to  rely  on  for  informal  support,  though  this  may  be  partially 
offset  by  the  presence  of  more  siblings.  Again  some  will  do  fine.  Others-like 
divorced  single  men  who  are  more  likely  to  become  isolated  from  their  children, 
may  be  at  substantial  risk.  And  the  tow  Income  single  parents  of  today  are  likely 
to  be  at  great  risk  In  the  future. 

They  differ  by  education.  The  Baby  Boom  cohorts  have  already  done 
considerably  better  than  previous  generalkxis,  but  here  too  there  is  much 
diversity.  While  nearly  one-quarter  have  completed  four  years  of  college,  over 
three  million  Baby  Boomers  have  not  gone  beyond  eighth  grade  (Slegel,  1989). 
Again,  minority  and  younger  boomers  have  generally  not  done  as  well.  One 
Implication  here  may  be  the  need  to  conskler  an  emptoyment  and  training 
strategy  for  the  most  vulnerable  baby  boomers  and  seek  ways  to  expand 
lifelong  learning  opportunities. 

The  empk)yment  and  income  story  Is  not  simple.   On  the  one  hand 
Boomers  generally  have  earnings  at  least  as  high  as  those  of  other 
'generations*  at  similar  points  In  their  life  course  and  large  numbers  of  new 
Jobs  have  t>een  added  as  they  entered  the  labor  force  (Russell,  1982).    On  the 
other  hand  ,  their  work  years  have  coincided  with  slowed  economte  growth, 
stagnant  wages  and  the  loss  of  manufacturing  Jobs-resulting  In  failed 
expectations  of  economic  progress  (Levy,  1988).  The  trend  In  Income 
distribution  since  the  mid-  1970$  has  been  toward  greater  Inequality-  with 
certain  groups  such  as  younger  men  with  less  education  being  most  negatively 
affected.  While  obviously  many  are  doing  quite  well,  about  1 1  percent  of  all 
Baby  Boomers  had  below  poverty  Incomes  in  1991  (see  U.S.  Bureau  of  the 
Census,  1992).  Of  over  five  mlllk>n  single  female  baby  boomers  heading 
families  with  chlkJren  In  1991,  about  45  percent  had  below  poverty  Incomes. 

Baby  Boomers  also  differ  with  respect  to  the  equity  they  are  accruing  In 
the  housing  market.    Baby  Boomers  entered  the  housing  marxet  at  a  perkxi  of 
rapkily  Increasing  costs  for  purchases  and  rentals.  Even  so,  some  are  very 
well  housed,  especially  &n\ooQ  the  older  ones  who  caught  the  first  wave  of 
appreciation  (Russell,  1982).    But  homeownership  rates  have  fallen  somewhat, 
especially  among  younger  ones,  and  in  general  the  likelihood  that  home  equity 
will  contribute  to  the  economic  welt-being  of  Baby  Boomers  Is  diminished  for 
this  generatlon-but  especially  for  the  roughly  3.5  mlllkm  k>w  Income  renters 
(see  Apgar  et.  al.,  1990).  On  average,  the  older  Baby  Boomers  have  done 
better  than  the  younger  ones  to  the  extent  that  they  were  able  to  purchase 
housing  at  a  time  when  prices  and  Interests  were  simultaneously  k>w  and  also 
catch  the  wave  of  appreciation  In  housing  of  the  late  70s  and  1980s.  When  it 
comes  time  to  retire  it  is  likely  that  the  okJer  ones  will  again  be  at  an  advantage. 
At  retirement  many  will  be  selling  large  houses  and  buying  smaller  housing 


57 


units.  It  Is  possible  that  this  will  drive  down  the  value  of  larger  houses  Just  as 
the  younger  boomers  sell  their  units  ar>d  conceivably  drive  up  the  price  of  the 
smaller  units  Just  as  the  younger  boomers  enter  that  market. 

Private  pension  coverage  varies  considerably  among  different  groups  ol 
baby  boomers.  Not  surprisingly,  as  Is  typical  of  workers  earlier  In  their  careers, 
younger  baby  boomers  have  lower  coverage  rales  with,  for  example,  41 
percent  of  full-time  year  round  private  wage  and  salary  male  workers  aged  2&> 
29  In  1988  compared  to  64  percent  of  such  male  workers  aged  35-39  In  1986 
being  covered  by  emptoyer-funded  pension  plans  (Woods,  1989).  However, 
declines  in  pension  coverage  between  1979  and  1986  for  nearly  all  age/gender 
Baby  Boom  categories  of  private  full-time  workers  Is  a  trend  that  does  not  bode 
well.  F^or  example,  coverage  for  such  workers  declined  In  the  younger  age 
groups  by  12  percent  lor  men  aged  25-29  and  by  14  percent  for  men  aged  30- 
35  in  1966. 


^.essona  that  Emerge  from  An  Understanding  ef  the  Diversity  of  tha 
Baby  Boom  Cohorta 


Aa  the  preceding  discuaaion  points  out.    pop  cultur*  not 
withstanding,    Images  of  Baby  Boomers  as  'Yuppies*  (young  urban 
professionals)  and  'OInks*  (dual  Income,  no  kids)  who 
motamorphlse  at  'thirtysomething'  Into  parents  simply  do  not  begin 
to  describe  the  way  most  members  of  this  generation  live. 
Moreover,    the  notion  that  nearly  all  Baby  Boomers  face  dismal 
retirements  misses  the  mark.    Such  stereotypes  are  Inaccurate  and 
provide  an  unsound  basis  for  planning  policy  responses  to  the 
aging  of  Baby  Boomers.    They  also  overlook  the  reality  that  barring 
unforeseen  economic  calamity  there  Is  every  reason  to  believe  that 
Social  Security  (OASDI)  will  provide  a  very  effective  floor  of 
Income  protection  for  Baby  Boomers,    Just  as  It  does  for  current 
cohorts  of  elders. 

So,    how  should  we  begin  to  think  about  public  policy 
responses  to  the  sging  of  this  vast  and  diversa  group  of 
Americans? 

Well  first,   we  need  to  frama  public  policy  discussions  In  a 
manner  that  recognizes  the  diverse  circumstances  and  needs  of 
Baby  Boomers.  The  tendency  of  the  press  and  others  to  present  the 
retirement  of  Baby  Boomers  In  highly  over-generalized  and 
cataclysmic  terms  must  over-shadow  sound  analysis  such  aa  that 
contained  In  the  new  CBO  report.  We  need  more  forums  such  as  the  one 
this  Committee  has  established  today  to  highlight  that  some  Boomers  era 
headed  towards  comfortable  retirements,  others  need  expanded  protections 
against  the  risk  of  king-temi  care  to  ensure  their  retirement  well-being  and  that 
still  others  are  at  great  risk  of  experiencing  a  harsh  okJ  age. 

Second,     recognition  of  the  diversity  of  Baby  Boomers  should 
appropriately  focus  attention  on  the  potential  of  most  to  make 
social  contributions  In  their  old  age  and  on  what   those  who  ara 
economically  or  physically  able  ahould  return  to  society  during 
their  old  age.  Politically,  th^  might  help  to  move  discussion  away  from  the 
view  that  ekiers  of  the  future  will  primarily  be  bundles  of  needs-k>ts  of  bundles 
and  k>ts  of  needs.  This  emphasis  whh:h  often  informs  aging  policy  can  foster 
resentment  among  the  public.   This  tendency  could  be  offset  by  policies 
encouraging  work  amona  those  who  are  able,  sell-help,  mutual  M  and  Ife- 
tong  education  (Moody,  1968).  Similarly,  the  potential  for  confflcts  over  pubOo 
resources  couM  be  reduced  by  policies  which  promote  burden-sharing,  greater 
equity  In  tax  and  transfer  systems  and  by  expanded  employment  and 
community  servk:e.    In  this  regard  polk:y  changes  such  as  the  treatment  of  up  to 
65  percent  of  Social  Security  benefits  as  taxable  income  may  help  to  shift 
burdens  onto  eMers  best  able  to  afford  them.  Consktoratton  couki  be  given  to 
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reducing  th«  relatively  high  payroll  tax  burden  which  Social  Security  and 
Medicare  Impose  on  low  and  moderate  Income  workers.  Although  Social 
Security  and  Medicare  tMnefits  generally  (unction  to  provide  proportionately 
greater  benefits  for  lower  Income  workers,  they  are  funded  by  an  essentially 
regressive  (ax. 

Third  end  very  Importantly,    awareness  of  this  diversity  should 
also  highlight  that  while  the  retirement  security  of  many  Baby 
Boomers  Is  all  but  certain,   the  ratlrsment  years  for   many  others- 
such  ss  the  currently  poor,   single  parents,     low  wage  workers, 
thoss  closed  out  of  homeownership  or  those  currently  lacking 
adequate  penalon  coverage-ars  likely  to  be  bleak.    Failure  to  focus 
on  the  needs  of  those  at  greatest  risk  will  likely  result  In  greater  Inequality  of 
retirement  circumstances  than  is  currently  the  case  for  toda/s  elderly  persons 
(Palmer.  1989). 

While  the  exact  numbers  cannot  be  estimated,    they  can  be  found 
disproportionately  among  the  nearly  1 1  million  households  headed  by  female 
baby  boomers  In  1991,    among  the  roughly  three  million  baby  boomers  with 
less  than  a  ninth  grade  education  and  among  the  'one  quarter  of  black  men 
aged  25  to  34*  in  1380  'who  had  not, finished  high  school  and  could  not 
compete'  In  the  economy  (Levy,  1987).    They  are  also  likely  to  be  found 
among  the  over  8  million  baby  boomers-including  about  nine  percent  (almost  6 
millior^)  of  ail  White  Boomers  and  nearly  one-quarter  Boomers  classified  as 
African-American  or  Hispanic,  with  Incomes  below  the  official  poverty  line  In 
1 991  ■   And,  they  are  likely  to  be  found  disproportionately  among  the  roughly 
one-half  of  full-time  private  wage  and  salary  workers  workers  who  are  not 
covered  by  private  pensions  and  among  the  nearly  50  percent  of  Baby 
Boomers  wfio  dki  not  own  homes  In  1988. 

Several  things  can  be  done  to  prepare  for  the  retirement 
years  of  those  potentially  st  greatest  risk  and  to  prevent  financial 
hardship  among  the  large  number  of  Baby  Boomers  who  seem 
headed  toward  a  comfortable  old  age.   We  should  identify  those  at 
greatest  risk,  and  ail  proposed  changes  in  social  Insurance  (e.g.,  raising  the 
age  of  eligibility  for  Social  Security)  and  other  social  policies  shouki  be 
carefully  assessed  against  a  standard  which  examines  the  impact  on  those 
likely  to  be  most  vulnerable.  Importantly,  because  economic  outcomes  In  old- 
age  are  clearly  connected  to  lifelong  events,  there  is  a  need  to  Intenrene  In 
advance  of  old  age  to  prevent  poor  economk:  outcomes.  Thus,  for  example, 
retirement  planning  for  Baby  Boomers  ought  to  be  concerned  with  such 
questions  as  how  to  expand  homeownership  among  those  Baby  Boomers  who 
have,  to  date,  been  closed  out  of  the  housing  market 

Demography  la  Not  Deatlny 

In  addition  to  understanding  the  diversity  of  ths  baby  boom.    It 
Is  Important  to  recognize  that  demography  Is  not  destiny.   Ths 
aging  of  the  Baby  Boom  doea  not  present  policymakers  with  an 
Impending  demographic  disaster.    Rather,    outcomea  for  Boomers 
and  society  ss  a  whole  will  be  shaped  by  today'a  social  and 
economic  Investments. 

From  the  beginning  of  the  Boom,  there  have  been  difference  of  opinkxi 
about  the  extent  to  which  their  large  numbers  have  strained  society's  Instituttons 
and  caused  difffculties  for  Baby  Boomers.  Two  views  have  often  competed-  ths 
kjea  that  'demography  Is  destin/  versus  the  Mea  that  'destiny  is  a  functkx>  of 
many  social  and  economic  events.* 

The  demography  is  destiny  view  is  often  connected  to  the  klea  that  Baby 
Boomers  are  an  unlucky  generation.  This  view  suggests  that  demography  has 
shaped  the  well-being  of  the  Baby  Boom.  As  a  large  *generatk>n*  Baby 
Boomers  have  had  to  compete  with  eachother.  The  view  provkJes  one  t>a8is  for 
understanding  the  problems  that  many  Baby  Boomers  have  in  such  areas  as 
empkiyment  and  housing.  It  is  consistent  with  the  notton  that  Baby  Boomers  are 
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headed  toward  a  poor  rellremeni  and  may  potentially  ovon^vfielm  retirement 
Income  and  health  care  Institutions.  Similarly,  those  who  assume  that  the 
changing  ratios  of  working  age  to  retirement  age  worlters  will  Inevitably  lead  to 
an  Intergeneratlonat  crisis  rely  heavily  on  this  notion. 

However,  the  other--and  I  believe  more  plausible  view- recognizes  that 
demography  Is  but  one  pari  of  the  explanation  for  economic  and  social 
outcomes,  out  not  dominant.  Thus,  the  economic  problems  of  many  Baby 
Boomers  are  seen  more  as  a  function  of  the  economic  stagnation  that  began  in 
the  mid-1970s  and  loss  of  manufacturing  Jobs,  than  a  result  of  the  crowding  out 
effects  of  large  numbers  of  new  workers  (Levy,  1987).  Similarly,  the  relatively 
high  educational  attainment  of  this  group  as  a  whole  cannot  be  explained  In 
terms  of  demographic  crowding.  Rather  it  Is  a  function  of  the  post-WWII 
prosperity  and  the  willingness  of  the  nation  to  Invest  In  education  In  spite  of 
pressures  generated  by  the  large  number  of  Baby  Boomers  (Russell.  1982). 
This  perspective  has  more  in  common  with  the  idea  that  the  aging  of  the  Baby 
Boom  presents  a  series  of  challenges  to  which  we  can  gradually  adjust  as  well 
as  new  opportunities.  In  other  words,  the  outcomes  for  Baby  Boomers  and  for 
society,  as  a  whole,  can  be  shaped  by  the  social  and  economic  Investments  of 
today. 

Cenainly,  there  Is  also  a  need  to  respond  to  the  potential  divislveness 
which  can  accompany  anticipated  demographic  changes  and  related  resource 
allocallon  Issues.    The  Baby  Boom's  aging  begins  a  permanent  shift  In  the  age 
structure  In  the  United  Slates  such  that  the  U.S.  Bureau  of  the  Census  projects 
(Day,  1992)  based  on  Its  middle  series  assumptions  that  20.2  percent  of  the 
population  will  be  at  least  age  65  In  2030,  20.6  percent  In  2050.    Significantly, 
this  change  will  be  interacting  with  another  Important  social  trend-lhe  changing 
racial  and  ethnic  composition  of  the  nation,  especially  among  the  young.  Thus, 
the  While  non-Hispanic  population  is  projected  to  decline  as  a  percent  of  the 
total  U.S.  population  from  about  76  percent  in  1990  (o  60  percent  In  2030  and 
53  percent  In  2050  (Day,  1992). 

To  summarize,  then,    In  thinking  about  the  retirement  yeara  of 
Baby  Boomers  It  Is  Important  to  recognize  the  diverse 
circumstances  and  needs  of  various  groupings  of  Baby  Boomers, 
and  to  pay  particular  attention  to  those  at  greatest  risk.    Investment 
Is  needed  in  the  economy.    In  the  young,  in  the  continued 
maintenance  of  a  sound  Social  Security  program  and  In  new 
protections  against  health  and  long  term  care  risks.    Without  careful 
planning,    without  sufficient  economic  growth  and  without  resource 
allocation  policies  that  are  generally  perceived  as  fair,    the  stark 
scenario  that  some  paint  for  the  retirement  of  Baby  Boomers  may 
come  to  frultlon-lf  not  for  all  Baby  Boomers  then  certainly  for  many. 
Moreover,    absent  such  Investments  there  Is  potential  for  social 
divislveness  as  the  Baby  Boom  ages.   Though  such  tensions  as 
might  occur  would  probably  b«  manifestations  of  cleavages  across 
class,    racial  and  ethnic  lines  rather  than  across  cohorts  and  ags 
groups,    their  classification  will  matter  will  matter  little  relative  to 
the  social  dysfunction  such  conflicts  could  cause,    if  the  Nation 
continues  to  make  Inadequate  Investment  in  the  growth  of  its 
chlldren-especlalty  those  who  are  poor-then  the  horizons  of  the 
futurs  will  be  diminished  and  the  well-being  of  Baby  Boomers  and 
those  who  follow  will  be  threatened  (Ozawa,  198S;  Torres-Oil, 
1992).    On  the  other  hand  thoughtful  Investment  and  preparation 
during  the  1990s  can  unlock  new  opportunities  for  ail  'generation** 
to  benefit  from  and  contribute  to  an  aging  society. 
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Chairman  Jacobs,  Dr.  Korczyk. 

STATEMENT  OF  SOPHIE  M.  KORCZYK,  PH.D.,  PRESIDENT, 
ANALYTICAL  SERVICES,  ALEXANDRIA,  VA. 

Ms.  Korczyk.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman  and  members  of  the  subcommittee,  it  is  an  honor 
for  me  to  appear  before  you  today.  My  testimony  is  related  to  work 
that  I  have  performed  under  contract  to  the  U.S.  Department  of 
Labor,  but  it  does  not  necessarily  reflect  the  views  of  the  Labor  De- 
partment. 

The  decline  in  private  pension  coverage  was  a  major  public  policy 
disappointment  of  the  1980s.  This  decline  contributed  to  concern 
over  the  retirement  income  prospects  of  the  baby  boom.  The  Con- 
gressional Budget  Office  predicts  that  more  baby  boomers  will  have 
private  pensions  than  is  true  of  current  retirees. 

My  research  supports  this  conclusion,  but  with  some  important 
qualifications. 

There  is  both  good  news  and  bad  news  for  the  baby  boom  in  pen- 
sion coverage.  The  older  baby  boomers  are  certainly  doing  better 
than  both  their  younger  counterparts,  and  the  full-time  work  force 
as  a  whole.  For  example,  while  59  percent  of  all  men  and  51  per- 
cent of  all  women  reported  private  pension  coverage  at  either  a  cur- 
rent or  previous  job  in  1988,  these  shares  rose  to  70  percent  of  men 
and  61  percent  of  women  among  the  older  baby  boomers. 

The  second  wave  of  baby  boomers  on  the  other  hand  is  generally 
not  doing  as  well.  Only  on  one  measure,  current  coverage  among 
women,  do  the  younger  baby  boomers  outperform  the  work  force  as 
a  whole.  As  the  baby  boom  nas  aged,  its  pension  prospects  have  im- 
proved. The  proportion  of  the  baby  boom  reporting  coverage  in 
their  current  jobs  increased  from  41  percent  in  1979  and  1983,  well 
below  the  work  force  as  a  whole,  to  49  percent  in  1988,  or  more 
than  the  work  force  as  a  whole. 

The  baby  boom  has  also  led  the  way  in  reducing  the  gender  gap 
in  pension  coverage.  This  gap  is  6  percentage  points  in  the  work 
force  as  a  whole  compared  with  only  4  percentage  points  in  the 
baby  boom  generation.  An  important  concern  in  pension  policy  de- 
bates has  been  the  growing  importance  of  defined  contribution 
plans  as  a  primary  source  of  retirement  coverage. 

As  in  many  other  areas,  the  baby  boom  is  probably  on  the  lead- 
ing edge  of  this  trend  as  well.  Defined  contribution  plans  place 
more  responsibility  on  the  participant  than  do  the  traditional  de- 
fined benefit  plans  because  accrued  benefits  in  defined  contribution 
plans  are  typically  distributed  in  lump  sum  form  upon  the  termi- 
nation of  service  with  the  sponsoring  employer. 

It  is  therefore  important  to  know  how  the  baby  boom  is  using 
these  plans  in  planning  for  retirement. 

I  have  found  that  while  many  younger  workers  profess  to  be  con- 
cerned about  their  retirement  prospects,  most  of  this  concern  re- 
volves around  the  perceived  stability  of  tJie  Social  Security  system. 
It  has  not  been  channeled  into  increased  personal  responsibility  for 
retirement  planning. 

The  older  baby  boomers  are  significantly  more  likely  to  receive 
preretirement  distributions  than  the  work  force  as  a  whole. 
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For  example,  12  percent  of  the  first  wave  baby  boomers  have  re- 
ceived such  distributions  compared  with  only  8  percent  of  all  work- 
ers. Distributions  received  by  the  first  wave  oaby  boomers  also 
tend  to  be  larger  than  those  received  by  other  workers.  As  a  result, 
the  first  wave  baby  boomers  are  likely  to  have  to  make  more  deci- 
sions about  their  retirement  savings  and  these  decisions  will  in- 
volve a  larger  sum  of  money. 

However,  the  baby  boom,  at  least  as  of  1988,  was  no  more  likely 
to  save  such  distributions  for  their  future  retirement  income  than 
the  work  force  as  a  whole.  The  baby  boom's  apparent  complacency 
about  its  retirement  savings  does  not  seem  to  be  justified  by  its 
other  assets. 

According  to  the  Federal  Reserve  Board,  the  average  family 
headed  by  a  first  wave  baby  boomer  had  a  net  worth  of  about 
$148,000  in  1989,  less  than  the  average  for  all  families,  and  about 
half  of  those  families  with  a  family  head  only  a  decade  older  than 
the  older  baby  boomers.  Families  with  a  head  younger  than  age  35 
in  turn  had  an  average  net  worth  of  only  $46,900. 

In  the  end,  however,  a  maior  influence,  if  not  the  most  important 
influence,  on  the  baby  boom  s  retirement  income  prospects  is  likely 
to  be  the  performance  of  the  economy.  Real  income  growth  in- 
creases both  the  proportion  of  those  with  pension  coverage  and  the 
benefits  that  these  workers  can  expect  to  receive. 

The  1980s  somehow  got  an  image  as  a  decade  of  affluence.  But 
I  think  that  nothing  could  have  been  further  from  the  truth. 

During  the  1980s,  real  compensation  per  hour  increased  at  an 
average  of  0.3  percent  annually.  By  comparison,  compensation  in- 
creased 1  percent  a  year  during  the  1970s  and  2.3  percent  a  year 
during  the  1960s.  I  would  therefore  conclude  that  imless  real  in- 
come growth  resumes,  the  baby  boom's  retirement  income  prospects 
could  be  dim  indeed. 

Thank  you. 

Chairman  Jacobs.  Thank  you.  Dr.  Korczyk. 

[The  prepared  statement  and  attachments  follow:! 
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The  decline  in  private  pension  coverage  was  a  J^\°J^Py^l^l 
policy  disappointment  of  the  1980s.  Pension  coverage  f ^'^l^n^f^^"" 
50  oercent  of  full-time  private  workers  in  1979  to  46  percent  in 
198r  ^e  decline  occurred  among  men;  women's  coverage  increased 
from  40  percent  in  1979  to  43  percent  in  1988. 

The  decline  in  coverage  has  contributed  to  concern  over  the 
retirement  income  prospects  of  the  baby  boom  generation,  or  those 
bom  between  1946  and  1964.  This  generation,  now  in  ^^s  prime 
earning  years,  has  several  reasons  to  be  concerned  about  its 
retirement  income: 

o  The  baby  boom  will  receive  less  in  Social  Security 
benefits  than  previous  generations.  Their  Social 
Security  benefits  will  replace  a  smaller  share  of  their 
pre-retirement  income,  they  can  expect  that  an  increasing 
share  of  their  benefits  will  be  subject  to  income  tax, 
and  some  believe  they  will  receive  no  benefits  at  all. 

o  The  baby  boom  will  be  the  first  generation  of  retirees 
with  substantial  numbers  who  have  spent  most  of  their 
working  careers  under  defined  contribution  plans  as  their 
primary  retirement  plans.  While  defined  contribution 
plans  can  have  many  advantages  over  the  more  traditional 
defined  benefit  plans,  particularly  for  mobile  workers, 
their  effectiveness  in  delivering  retirement  income  is 
largely  untested. 

o  Despite  later  marriages  and  generally  lower  fertility, 
both  of  which  would  tend  to  increase  disposable  income, 
the  average  baby  boom  household  has  accumulated  less  in 
net  worth  than  older  households. 

My  testimony  today  will  examine  three  issues  relevant  to  the 
baby  boom's  retirement  income  prospects: 

o    their  current  pension  coverage  rates ; 

o  how  their  coverage  rates  have  changed  during  their  work 
careers ;  and 

o    how  they  save  for  retirement. 
Dafinino  the  Babv  Boom 

Some  analysts  divide  the  baby  boom  into  two  waves:  those  bom 
k>etween  1946  and  1954  and  those  bom  between  1955  and  1964.  These 
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because  of  age.  ^one  analysts  also^eiieve^         .^^^  ^  ^^^g_ 
had  better  economic  opportunities  tnat  i,ouiu 
tern  advantage  over  the  second  wave. 

„y  testimony  Will  diWide  the  baby  boo.  into  two  groups^that 
roughly  correspond  to  this  division.   i  ^^^^  ^        ^     ^ggs  with 

s^ond  group  consists  of  the  older  baby  boomers. 
Pension  Coverage 

There  is  both  good  news  and  bad  news  for  the  ^fby  boom  in 
pensioS  Coverage  The  news  is  different  for  the  first  and  second 
wave,  and  for  men  and  women. 

Tho  First  Wave 

women  in  the  work  force  as  a  whole. 

rHr-JcdTUlfrt%T%Vei?  cu-fnfp\ar  'r^i^t^  Taff 
o5  Seolder^aby  boomers  with  current  coverage  also  had  coverage 
?n  2  least  one  p^rior  job,  however,  suggesting  that  this  generation 
has  not  yet  achieved  consistent,  career-long  coverage. 

Second  Wave 

The  second  wave  of  baby  boomers,  or  those  included  in  the  25 
to  34  aae  aroup  in  1988,  are  generally  not  doing  as  well  as  either 
the  oldlr^^by  boomers  or  the  work  force  as  a  whole  in  pension 
coverage.  Only  on  one  measure  --  current  coverage  among  wf^^n  f 
the  younger  baby  boomers  outperform  the  work  force  ^^  a  whole. 
Forty-five  percent  of  the  younger  baby  boom  women  ^^P°Y^^^P^'ll]Vl 
courage  in  a  current  job,  compared  with  43  percent  of  all  full 
time  women  workers  (Tables  1  and  2). 

Comparing  Men  and  Women 

Despite  the  growing  representation  of  women  in  the  work  force, 
women  continue  to  lag  behind  men  on  most  economic  measures^  With 
lllTr  marriages  and  high  divorce  rates  more  women  can  expect  to 
rely  on  their  own  work  history  for  retirement  benefits  than  was 
true  for  earlier  generations. 
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Ther*  Is  80B«  good  naws  on  th«  pension  front  for  women.  Even 
though  the  younger  h»by  boomers  are  lagging  behind  the  earlier  wave 
in  pension  coverage,  women  have  done  better  in  closing  the  pension 
gap  in  this  younger  group  than  among  older  workers.  Fifty-four 
percent  of  men  and  53  percent  of  women  in  the  second  wave  reported 
pension  coverage  in  either  a  current  or  a  prior  job  (Table  2) .  By 
comparison,  the  gender  gap  among  all  workers  on  this  measure  was  8 
percentage  poin^,  rising  to  9  percentage  points  in  the  group  that 
included  the  first -wave  baby  boomers. 

Women  continue  to  lag  behind  men  in  wages,  however,  with  full- 
time  women  workers  earning  $0.74  for  every  $1.00  earned  by  men. 
Earnings  are  a  major  factor  determining  whether  or  not  a  worker 
will  be  covered.  Earnings  also  determine  the  level  of  benefits  a 
covered  worker  will  receive.  Thus,  achieving  pension  equity  for 
women  will  depend  critically  on  achieving  pay  equity. 

Trends  in  Coverage 

As  the  baby  boom  has  aged,  its  pension  prospects  have 
improved,  while  those  of  the  work  force  as  a  whole  have  declined. 
The  proportion  of  the  baby  boom  reporting  coverage  in  their  current 
jobs  increased  from  41  percent  in  1979  and  1983  —  well  below  the 
work  force  as  a  whole  —  to  49  percent  in  1988  (Table  3) . 

While  coverage  increased  among  both  men  and  women  baby 
boomers,  the  baby  boom  women  progressed  further  in  closing  the 
gender  gap  than  did  the  work  force  as  a  whole.  The  gender  gap  in 
pension  coverage  declined  from  15  to  6  percentage  points  in  the 
work  force  as  a  whole  over  this  period,  but  within  the  baby  boon  it 
dropped  from  12  percentage  points  to  only  4  percentage  points 
(Table  3) . 

In  work  I  have  done  for  the  Department  of  Labor,  I  found  that 
the  1980s  saw  a  significant  increase  in  employment  in  higher-paid, 
technical  occupations  among  women.  Twenty-seven  percent  of  all 
full-time  working  women  —  the  same  proportion  as  among  men  —  are 
employed  as  managers  and  administrators  or  in  professional  and 
technical  occupations,  up  from  18  percent  a  decade  ago.  These 
occupations  not  only  pay  more  but  are  more  likely  to  carry  pension 
coverage  than  the  types  of  jobs  women  used  to  hold.  The  women  of 
the  baby  boom  appear  to  have  been  the  major  beneficiaries  of  the 
widening  of  women's  economic  opportunities. 

Is  the  Baby  Boom  Saving  for  Retirement? 

An  important  concern  in  pension  policy  debates  has  been  the 
growing  importance  of  defined  contribution  plans.  According  to  the 
Labor  Department,  just  over  1  in  5  pension  participants  counted  on 
a  defined  contribution  plan  as  a  primary  source  of  retirement 
income  in  1975.   By  1989,  this  share  had  risen  to  nearly  1  in  3. 

Reliable  data  on  the  age  distribution  of  participants  in 
various  types  of  plans  are  limited,  but  it  is  likely  that  the  baby 
boom  generation  is  on  the  leading  edge  of  the  trend  toward  defined 
contribution  plans.  Consequently,  it  is  important  to  know  how  the 
baby  boom  is  planning  for  retirement. 

The  growth  of  defined  contribution  plans  has  raised  concerns 
among  many  observers  of  the  pension  system.  Defined  contribution 
plans  place  more  of  the  risk  of  pension  plans  on  the  participant, 
because  the  participant's  benefits  at  retirement  depend  on  the 
investment  performance  of  the  fund.  In  a  defined  benefit  plan,  in 
contrast,  the  employer  is  responsible  for  paying  promised  benefits 
regardless  of  the  fund's  investment  performance. 
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Defined  contribution  plans  also  place  more  responsibility  on 
the  participant  who  terminates  service  with  the  sponsoring  employer 
before  retirement.  Accrued  benefits  in  defined  contribution  plans 
are  typically  available  as  lump-sum  distributions  upon  termination 
of  service.  Accrued  benefits  in  defined  benefit  plans,  in 
contrast,  are  typically  not  availaUsle  until  the  participant  becomes 
eligible  for  retirement  benefits.  The  defined  contribution  plan 
participant  therefore  decides  whether  to  save  these  funds  for 
retirement  or  spend  then  for  current  needs.  The  Employee  Benefit 
Research  Institute  has  estimated  that  90  percent  of  the  value  of 
pre-retireaent  distributions  is  used  for  consumption,  weakening  the 
value  of  defined  contribution  plans  in  producing  retirement  income. 

The  Incidence  of  Lump  Sum  Distributions 

Reflecting  their  shorter  pension  history,  baby  boomers  were 
less  likely  than  the  work  force  as  a  whole  to  have  received  a  lump 
sum  distribution  from  a  prior  pension  plan.  While  8  percent  of  all 
workers  had  received  such  a  distribution,  12  percent  of  the  first- 
wave  baby  boomers  and  7  percent  of  the  second  wave  had  done  so 
(Table  1  and  2) . 

Just  as  the  incidence  of  pre-retirement  distributions  differed 
between  the  two  baby  boom  groups,  so  also  did  the  amounts  received. 
Distributions  received  by  the  first-wave  baby  boomers  tended  to  be 
larger  than  those  received  by  other  workers.  Only  19  percent  of 
the  first-wave  men  and  31  percent  of  the  first-wave  women  received 
distributions  under  $1,000  in  1988  dollars,  for  example  (Table  4). 
Small  distributions  were  more  prevalent  both  among  the  second-wave 
generation  and  among  all  workers.  Forty  percent  of  second-wave  men 
and  45  percent  of  second-wave  women  had  received  distributions 
under  $1,000. 

The  incidence  of  large  distributions  was  correspondingly 
higher  among  the  first-wave  generation.  Similar  proportions  of 
first-wave  men  and  women  had  received  distributions  of  $5,000  or 
more  as  in  the  work  force  as  a  whole.  Among  the  second-wave 
generation,  in  contrast,  the  proportion  receiving  large 
distributions  was  less  than  half  that  in  the  first  wave  or  in  the 
work  force  as  a  whole.  The  first-wave  baby  boomers  are  thus  more 
likely  to  have  to  make  decisions  about  their  retirement  savings, 
and  these  decisions  will  involve  a  larger  sum  of  money. 

Spend  It  or  Save  It? 

While  the  typical  first-wave  baby  boomer  receiving  a  pre- 
retirement distribution  receives  a  relatively  large  one,  the  first- 
wave  generation  is  no  more  likely  to  save  its  distributions  than 
the  work  force  as  a  whole. 

Only  15  percent  of  all  men  and  11  percent  of  all  women  who  had 
received  a  lump-sum  distribution  from  a  prior  job  put  at  least  part 
of  it  into  an  Individual  Retirement  Account  (IRA)  or  another 
qualified  plan  (Table  5)  .  Despite  the  professed  fear  of  some 
younger  workers  that  the  Social  Security  program  will  not  survive 
until  they  retire,  the  baby  boom  generation  is  not  doing  any 
better.  E^^en  among  the  more-established  first  wave,  only  14 
percent  of  men  and  10  percent  of  women  used  any  part  of  their 
distribution  for  retirement  saving. 

If  saving  is  defined  more  broadly  to  include  non-retirement 
savings,  purchase  of  a  house,  or  paying  off  debts,  about  two-thirds 
of  baby  boomers  receiving  pre-retirement  distributions  saved  some 
portion  of  these  distributions.  This  proportion  is  no  different 
from  that  for  the  work  force  as  a  whole,  however,  and  does  not 
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suggest  that  ths  baby  booM  is  taking  an  aictraordinary  degr««  of 
responsibility  for  its  retirement  income. 

The  baby  boom's  apparent  complacency  about  its  retirement 
savings  does  not  seem  to  be  justified  by  its  savings  levels. 
According  to  the  Federal  Reserve  Board,  in  1989,  the  average  family 
headed  by  a  first-wave  baby  boomer  had  a  net  worth  of  $148,300, 
compared  with  $183,700  for  all  families  and  $292,500  for  those  with 
a  family  head  age  55  to  64.  Families  whose  head  was  younger  than 
age  35  averaged  only  $46,900. 

Prospects  for  the  Future 

The  baby  boom  generation  thus  has  both  assets  and  liabilities 
as  it  prepares  for  retirement.  The  baby  boomers  are  more  likely 
than  the  work  force  as  a  whole  to  have  pensions,  their  coverage 
rates  are  growing,  and  the  gender  gap  in  coverage  is  shrinking. 

However,  there  are  important  differences  within  this 
generation.  In  particular,  the  second  wave  is  less  likely  to  have 
pension  coverage  than  the  first  wave.  This  disadvantage  may  be 
reversible  to  the  extent  that  it  reflects  the  second  wave's  less- 
established  status  in  the  work  force.  On  the  other  hand,  if  it 
reflects  permanent  economic  disadvantages,  as  some  observers 
suggest,  then  time  alone  may  not  close  the  coverage  gap  within  this 
generation. 

Many  younger  workers  profess  to  be  concerned  about  their 
retirement  income  prospects.  Most  of  this  concern  revolves  around 
the  perceived  stability  of  the  Social  Security  system,  however,  and 
has  not  been  channeled  into  increased  personal  responsibility  for 
retirement  planning.  While  the  older  baby  boomers  were  50  percent 
more  likely  than  the  work  force  as  a  whole  to  have  received  a  pre- 
retirement distribution  from  a  qualified  retirement  plan,  they  were 
no  more  likely  than  other  workers  to  retain  such  distributions  for 
retirement  purposes.  Since  this  is  the  first  generation  that  will 
depend  significantly  on  defined  contribution  plans  for  its 
retirement  income,  this  behavior  does  not  bode  well  for  the  baby 
boom's  retirement  income  prospects. 

In  the  end,  however,  the  most  important  influence  on  the  beUsy 
boom's  retirement  income  prospects  is  likely  to  be  the  performance 
of  the  overall  economy.  It  is  well  known  that  real  income  growth 
is  a  driving  force  behind  pension  coverage  growth.  While  the  1980s 
somehow  got  an  image  as  a  decade  of  affluence,  nothing  could  have 
been  further  from  the  truth  for  the  average  worker.  During  the 
1980s,  real  compensation  per  hour  increased  at  an  average  of  0.3 
percent  annually,  compared  with  1.0  percent  during  the  1970s  and 
2.3  percent  during  the  1960s.  Unless  real  income  growth  resumes, 
the  baby  boom's  retirement  income  prospects  will  be  dim  indeed. 
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Table  1. 

Pension  Coverage  and  Vesting 

Among  Full-Time  Workers 

by  Gender,  1988 


Employee  Group 


Ntunber   Percent   Number   Percent 
(millions)  (millions) 


All  ages  (16  to  64) 

Pension  participants  in 

current  or  prior  job 
Current  job 

vested  a/ 
Prior  job 

vested  a/ 

received  lump  sum 
Current  and  prior  job 
Prior  job  only 


25.7 

59 

14.9 

51 

21.9 

50 

12.6 

43 

17.4 

40 

9.5 

33 

8.7 

20 

4.3 

15 

6.2 

14 

3.1 

11 

3.3 

8 

2.3 

8 

4.9 

11 

2.0 

7 

3.8 

9 

2.3 

8 

Not  participants  in  any  job    17.8 


Source:  Sophie  M.  KorczyJc,  "Gender  and  Pension  Coverage,"  in 
Trends  in  Pensions  1992  (eds.  John  A.  Turner  and  Daniel  Beller 
(Washington,  D.C.:  U.S.  Government  Printing  Office,  1992). 

a/  Totals  include  employees  partially  vested  in  their  accrued 
benefits.  Employees  are  counted  as  vested  if  they  reported 
either  that  they  expected  retirement  benefits  or  that  they 
were  eligible  to  receive  a  lump  sum  distribution  under  the 
plan. 
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Table  2. 
Pension  Coverage  and  Vesting  Among  Baby  Boom  Workers,  1988 


Men 


Women 


Employee  Group 


Number   Percent   Number   Percent 
(millions)  (millions) 


Age  25  to  34 

Pension  participants  in 

current  or  prior  job 


Age  3  5  to  44 

Pension  participants  in 

current  or  prior  job 

Current  job 

vested  a/ 
Prior  job 

vested  a/ 

received  lump  sum 
Current  and  prior  job 
Prior  job  only 


1.1 


60 
49 
26 
19 
12 
16 
10 


Not  participants  in  any  job    3. 


Current  job 

6.9 

47 

4.4 

45 

vested  a/ 

5.0 

34 

3.1 

31 

Prior  job 

2.3 

16 

1.5 

15 

vested  a/ 

1.3 

9 

1.1 

11 

received  lump  sum 

0.9 

6 

0.8 

8 

Current  and  prior  job 

1.2 

8 

0.7 

7 

Prior  job  only 

1.0 

7 

0.8 

8 

Not  participants  in  any  job 

6.7 

46 

4.7 

47 

51 
39 
20 
14 
12 
10 
10 


Source:  Author's  calculations  based  on  Employee  Benefit  Research 
Institute  (EBRI)  tabulations  of  U.S.  Bureau  of  the  Census,  Current 
Population  Survey.  May,  1988. 

a/  Totals  include  employees  with  partially  vested  benefits. 
Employees  are  counted  as  vested  if  they  reported  either  that 
they  expected  retirement  benefits  or  that  they  were  eligible 
to  receive  a  lump  sum  distribution  under  the  plan. 
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Table  3. 

Pension  Coverage  Rates 

Among  Full -Time  Private  Sector  Wage  and  Salary  Workers 

by  Age  and  Gender,  1979-1988 


All  ages 

(16  to  64) 

1979 

50 

1983 

48 

1988 

46 

Baby  boon  a/ 

1979 

41 

1983 

41 

1988 

49 

55 
52 
49 


46 

44 
51 


40 
42 
43 


34 

37 
47 


Source:    Author's  calculations  based  on  EBRI  tabulations  of  Hay, 
1988,  Current  Population  Survey. 


a/ 


Age  groups  included  those  under  age  35  in  1979;  those  under 
age  40  in  1983;  and  those  ages  25  to  44  in  1988. 


Table  4. 


Most  Recent  Lump  Sum  Distribution  Received, 

by  Amount,  Gender,  and  Age,  1988 

(in  percents) 


Amount  Received  ^sJ 


All  ages  (16  to  64) 
Less  than  $500 
$500  to  $999 
$1,000  to  $2,499 
$2,500  to  $4,999 
$5,000  or  more 


100 
12 
11 
32 
18 
38 


100 
18 
16 
24 
16 
26 


Age  25  to  34 

Less  than  $500 
$500  to  $999 
$1,000  to  $2,499 
$2,500  to  $4,999 
$5,000  or  more 


100 
24 
16 
28 

16 
15 


100 
25 
20 
24 
20 
11 


Age 


35  to  44 
Less  than  $500 
$500  to  $999 
$1,000  to  $2,499 
$2,500  to  $4,999 
$5,000  or  more 


100 
10 
9 
22 
21 
38 


100 
14 
17 
27 
14 
28 


Source:   Author's  calculations  based  on  EBRI  tabulations  of  May, 
1988,  Current  Population  Survey. 


a/   All  civilian  workers, 
fe/   In  1988  dollars. 
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Table  5. 

Disposition  of  Most  Recent  Luap-Stu)  Distribution, 

By  Gender  and  Age,  1988  a/ 

(in  percents) 


Disposition 


All  ages  (16  to  64) 

IRA  or  retirement  plan 
Nonretireaent  savings  b/ 
Any  savings  qJ 
Consunption  d/ 


15 
23 
67 
38 


11 
24 
62 
41 


Age  25  to  34 

IRA  or  retirement  plan 
Nonretirement  savings 
Any  savings 
Consumption 


11 
20 
67 
39 


11 

24 
64 

40 


Age  35  to  44 

IRA  or  retirement  plan 
Nonretirement  savings 
Any  savings 
Consumption 


14 
22 
65 

40 


10 
25 
64 
39 


Source:   Author's  calculations  based  on  EBRI  tabulations  of  Hay, 
1988,  Current  Population  Survey. 


a/ 
b/ 
c/ 
d/ 


Detail  does  not  add  to  100 
overlapping  and  nonexhaustive. 


percent  as  categories  are 


Category  includes  savings  accounts  and  other  financial 
instruments. 

Category  includes  first  two  uses  as  well  as  purchase  of  a 
house  and  paying  off  debts. 

Category  includes  purchase  of  a  car,  education  expenses, 
expenses  incurred  during  a  period  of  unemployment,  and  other 
uses. 
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Chairman  Jacobs.  Mr.  Bunning. 

Mr.  Bunning.  Mr.  Bemheim,  CBO's  recent  data  was  1989,  ac- 
cording to  their  report.  Yours  was  collected  at  a  later  date.  Do  you 
think  that  that  is  the  reason  there  are  significant  changes  and  sig- 
nificant differences  in  those  years  in  your  report  and  what  you 
have  said  to  us  and  what  CBO  reported  to  us? 

Mr.  Bernheim.  Well,  I  think  that  that  is  part  of  an— I  think  that 
that  partly  explains  some  of  the  differences  between  the  two  stud- 
ies. As  I  emphasized,  probably  the  most  important  difference  is 
that  we  are  asking  different  questions.  But  with  respect  to  the 
dates  when  the  studies  were  conducted,  it  is  important  to  bear  in 
mind  that  the  rate  of  personal  saving  in  the  United  States  declined 
precipitously  during  the  1980s,  and  if  one  was  to  pick  a  year  when 
that  decline  really  took  off,  it  was  about  1986. 

So  a  study  that  was  conducted  in  1989  has  about  3  years  worth 
of  low  saving  behind  it,  whereas  a  study  that  is  conducted  in  1992 
reflects  6  years  of  low  saving  rather  than  3  years  of  low  saving.  So 
my  concern  in  looking  at  1989  data  is  that  it  would  severely  under- 
state the  effect  of  the  drop  in  savings  rate  that  really  occurred  be- 
ginning around  1986. 

Mr.  Bunning.  All  right.  Three  of  you  in  your  written  statements 
comment  on  the  fact  that  there  is  a  downside  to  the  fact  that  work- 
ers have  gained  more  control  over  their  pension  fimd  investments. 
Workers  are  more  conservative  and  less  likely  to  diversify  invest- 
ments. 

Do  you  believe  this  will  reduce  the  value  of  pensions  when  com- 
pared to  their  parents*  pensions?  I  would  like  to  understand  why. 
I  would  like  to  understand  the  significance  of  that  also.  Anybody 
that 

Ms.  KoRCZYK.  One  important  consideration  here  is  that  if  work- 
ers are  more  conservative  in  investing  their  pension  funds,  they 
don't  tend  to  benefit  from  the  gfrowth  of  the  economy.  In  general, 
equities  are  going  to  increase  at  a  faster  rate  in  value  than  fixed 
interest  instruments  and  many  workers  are  going  with  fixed  inter- 
est instruments. 

Many  will  not  have  the  fixed  commitment  of  a  pension  from  an 
employer.  If  they  also  limit  themselves  in  the  investment  returns 
they  can  make,  they  are  going  to  be  in  pretty  difficult  shape. 

Mr.  Bunning.  Someone  else? 

Mr.  Yakoboski.  Workers  with  401(k)  type  plans  are  faced  with 
explicit  decisions  now  that  their  parents  didn't  necessarily  have  to 
face,  and  the  issue  is,  how  much  in  returns  are  they  sacrificing 
with  their  investment  choices?  They  now  have  a  choice  of  funds  in 
which  to  invest  their  money  with  a  40lGc)  and  often  they  simply 
do  not  have  the  background,  the  level  of  understanding  of  these  ve- 
hicles to  make  necessarily  wise  decisions. 

They  watch  the  evening  news  from  night  to  night,  see  the  stock 
market  up  one  day,  down  the  next,  take  a  look  at  their  money  and 
say,  "This  is  my  nest  egg,  I  cannot  put  it  at  risk,"  when  the  real 
risk  is  taking  a  short-term  view  and  not  realizing  that  this  is 
money  that  they  need  20,  30,  and  40  years  fi-om  now. 

Now,  if  we  look  at  the  performance  of  any  stock  fund,  let's  say 
the  S&P  500  Index,  that  equities  perform  much  better  over  the 
long  nm  than  bonds,  than  money  market  instruments. 
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So  the  issue  is  a  sacrifice  of  potential  retirement  income  because 
workers  believe  that  they  are  being  "safe." 

Mr.  BUNNING.  By  investing  it  in  fixed  income  type  instruments 
then?  That  is  what  you  are  telling  me.  In  other  words,  bonds  or 
fixed  instruments? 

Mr.  Yakoboski.  Exactly.  Exactly. 

Mr.  Bernheim.  Let  me  add  to  that.  I  agree  with  what  has  been 
S€ud  and  I  think  this  is  another  important  point  that  bears  on  the 
comparison  of  1962  versus  1989. 

A  household  that  had  a  certain  amount  of  money  put  away  in 
1962  was  going  to  earn  fairly  high  rates  of  return  on  ^at  because 
they  were  weu  diversified,  takmg  in  the  form  of  their  pension 
plans,  for  example,  higher  risks  but  nevertheless  prudent  risks. 

The  same  household  in  1989  is  invested  much  more  in  an  overly 
conservative  portfolio  that  will  earn  lower  rates  of  return,  and  so 
given  the  same  starting  point  as  of  age  35  or  45,  or  whichever  age 
we  choose  to  focus  on,  tney  will  be  that  much  further  behind  by  the 
time  they  get  to  retirement  because  the  rates  of  return  they  are 
earning  will  be  lower  as  a  result  of  their  portfolio  choices. 

Chairman  Jacobs.  Mr.  Crane  will  inquire. 

Mr.  Crane.  Based  on  what  you  just  said,  I  am  curious.  Our  re- 
serve, our  Social  Security  trust  fiind  reserve,  is  all  held  in  Govern- 
ment lOUs.  Wouldn't  they  be  better  to  go  out  and  invest  that  in 
the  stock  market?  Any  of  you. 

Ms.  KoRCZYK.  It  seems  to  me,  if  you  really  stop  to  think  about 
what  those  lOUs  mean,  they  are  in  effect  already  invested  in  the 
stock  market  because  the  ability  of  future  taxpayers  to  make  good 
on  those  lOUs  depends  on  how  the  future  economy  performs. 

That  may  be  a  red  herring  for  the  real  problem  we  face,  which 
is  that  the  economy  has  been  relatively  stagnant  for  the  last  10  to 
12  years. 

Mr.  Crane.  I  mean,  all  of  us  as  taxpayers  are  ultimately  going 
to  have  to  pay  from  that  reserve.  Somebody  is  going  to  raid  that 
revenue  and  I  am  just  trying  to  figfure  out  how  to  maximize  the  re- 
turn if  you  are  going  to  live  beyond  your  means  as  we  have  been 
doing  so  extravagantly. 

Isn't  it  better  to  get  into  some  maybe  higher  risk  but  better  per- 
forming investments  than  holding  Uovemment  lOUs?  I  don't  un- 
derstand that  one. 

Mr.  Yakoboski.  I  would  like  to  point  out  how  the  Social  Security 
system  works.  That  money  is  being  spent  by  the  Government 
now 

Mr.  Crane.  Right.  That  is  my  point. 

Mr.  Yakoboski  [continuing].  To  fund  current  Government  ex- 

Eenditures.  It  is  a  bit  of  a  misnomer  to  compare  it  to  say  a  defined 
enefit  plan  where  the  employer  puts  money  into  the  plan,  that  ac- 
cumulates over  time  and  then  funds  the  retirement  of  the  workers 
when  they  retire. 

The  money  goes  in  today  and  it  funds  the  retirement  of  workers 
today  and  any  excess  we  have  is  invested  in  Government  bonds, 
but  the  funds  are  actually  being  spent  today  and  then  they  will 
have  to  be  made  up  in  the  future  by  group  general  revenue. 

Mr.  Crane.  Except  we  keep  raising  Social  Security  taxes  and  if 
you  had  good  investments  ana  were  getting  double  the  returns  that 
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you  get  on  Treasury  lOUs,  wouldn't  that  enable  us  to  hold  down 
the  level  of  tax  increases  on  current  workers? 

Mr.  Yakoboski.  Well,  that  would  have  to  be  offset  then  by  rais- 
ing the  money  that  goes  from  the  Social  Security  system  into  gen- 
eral revenue  now  by  raising  that  through  taxes  elsewhere. 

Mr.  Crane.  That  might  create  some  political  pressures  here 
where  Congress  would  do  the  responsible  thing  on  spending.  It  may 
make  it  a  lot  tougher.  Let  them  bear  the  heat. 

I  have  no  further  questions,  Mr.  Chairman. 

Chairman  Jacobs.  I  have  to  be  a  little  apprehensive  about  the 
discourse  of  the  last  couple  of  minutes  as  my  wife's  and  my  life  sav- 
ings are  tied  up  in  U.S.  bonds,  mere  lOUs,  I  hear. 

Isn't  it  true  that  the  average  investment  counselor  will  tell  any- 
body the  SEifest  investment  that  could  be  made  is  in  U.S.  securities? 
Anybody  disagree  with  that? 

Mr.  Yakoboski.  Again,  I  would  say  it  goes  back  to  your  defini- 
tion of  safe.  If  you  are  talking  about  preservation  of  account  bal- 
ance, yes.  By  definition. 

Chairman  Jacobs.  I  didn't  say  productive.  I  said  safe,  not  losing 
all  your  money. 

Mr.  Yakoboski.  Exactly.  That  is  safe.  There  is  no  variability  in 
the  return.  Now,  if  we  are  talking  about  a  safe  accumulation  of  an 
adequate  retirement  income 

Chairman  Jacobs.  We  are  not.  By  the  definition  of  the  term,  I 
said  safe. 

Mr.  Crane.  Mr.  Chairman,  would  you  yield  for  a  second? 

Chairman  Jacobs.  Delighted. 

Mr.  Crane.  You  know,  governments  never  go  broke. 

Chairman  Jacobs.  I  think  that  is  the  whole  point. 

Mr.  Crane.  But  when  you  are  talking  safe,  you  are  talking  about 
the  issuance  of  that  piece  of  paper  they  tell  you  is  legal  tender  for 
all  debts,  public  and  private.  They  are  empowered  to  write  the 
word  "trillion"  after  one  on  a  single  $1  bill  and  that  is  legal  tender, 
so  is  that  safe? 

It  may  be  safer  than  other  alternatives,  but 

Chairman  Jacobs.  That  is  really  like  the  Churchillian  observa- 
tion that  democracy  is  the  worst  form  of  government  in  the  world 
except  for  all  the  others. 

Mr.  Crane.  Democracy  ain't  that  bad  if  you  got  some  kind  of  re- 
straint so  that  Grovemment  lives  within  its  means  as  it  must  at 
State  levels  and  local  levels. 

Mr.  Bunning.  Can't  we  debate  this  later? 

Chairman  Jacobs.  I  would  be  happy  to  compare  my  own  spend- 
ing record  in  Congress  with  anybody's.  But  that  is  not  the  point. 
The  point  is  that  the  U.S.  Government,  I  use  the  superlative,  is  the 
safest  investment  available,  and  the  reason  is  quite  obvious. 

Take  the  page  in  the  Bible,  heaven  and  earth  may  pass  away, 
banks  and  insurance  companies  may  pass  away,  but  since  the  Gov- 
ernment has  men  under  arms,  it  will  probably  be  the  last  institu- 
tion to  fall. 

So  the  common  talk  of  mere  lOUs  relegates  the  other  invest- 
ments to  a  much  lower  status,  it  seems  to  me,  the  private  invest- 
ments. 
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For  the  record,  I  have  been  a  member  of  this  subcommittee  since 
it  was  created,  and  in  the  late  1970s  there  was  a  proposal  to  aban- 
don the  ancient  rule  enacted  right  along  with  the  Social  Security 
system  in  1937  that  the  funds  ror  the  retirement  of  people  in  this 
country  under  the  Social  Security  system  would  be  invested  con- 
servatively, namely  in  U.S.  securities. 

That  has  been  the  law  since  the  inception.  There  was  a  proposal 
when  interest  rates  were  going  wild  in  the  1970s,  when  the  stock 
market  occasionally  was  doing  well,  that  the  law  be  changed  and 
that  ttie  Social  Security  trust  fund  surpluses  be  invested,  instead 
of  in  Government  securities,  in  private  securities. 

If  there  is  one  thing  fixed  dead  center  in  my  mind  it  is  that  one 
witness  cited  a  wonderfully  growing  investment  out  to  the  North- 
west called  WPPSS  bonds.  I  think  tnat  we  can  all  be  grateful  that 
the  Government  took  an  aberration  and  remained  conservative 
with  regard  to  the  investment  of  Social  Security  benefits.  Whoops. 

So  we  thank  you  all  for  your  contribution  to  the  record. 

We  have  one  more  panel  and  I  am  sure  everybody  on  it  knows 
who  you  are  but  for  the  record,  it  consists  of  the  Association  of  Pri- 
vate Pension  and  Welfare  Plans,  represented  by  James  Klein; 
KPMG  Peat  Marwick,  represented  by  Martha  Priddy  Patterson,  di- 
rector, employee  benefits  policy  and  analysis;  the  Pension  Rights 
Center,  represented  by  Cindy  Hounsell,  director.  Women's  Pension 
Project;  the  National  Taxpayers  Union  Foundation,  with  Paul  Hew- 
itt, vice  president  for  research;  the  Securities  Industry  Association, 
with  Marc  Lackritz,  president;  and  the  American  Council  of  Life 
Insurance,  represented  by  Ray  Crabtree,  senior  vice  president  for 
pensions,  the  Principal  Financial  Group. 

All  kinds  of  bells  and  whistles  are  going  off.  We  would  be  grate- 
ful, in  fact,  we  must  insist  that  we  follow  strictly  the  5-minute  rule 
when  the  red  light  comes  on.  They  do  it  to  Members  of  Congress 
on  the  floor  so  consider  yourself  diminished  somewhat,  and  we  will 
proceed  in  the  order  called  and  if  you  would  just — let's  not  take 
time  to  call  each  name.  You  all  know  what  order  you  are. 

I  don't  do  very  well  in  calling  them  in  order  according  to  the  last 
panel  anyway. 

STATEMENT  OF  JAMES  A.  KLEIN,  EXECUTIVE  DIRECTOR, 
ASSOCIATION  OF  PRIVATE  PENSION  AND  WELFARE  PLANS 

Mr.  Klein.  Good  afternoon,  I  am  James  Klein,  executive  director 
of  the  Association  of  Private  Pension  and  Welfare  Plans.  The 
APPWP  represents  companies  that  either  sponsor  or  administer 
pension,  health  and  other  employee  benefit  plans  covering  more 
than  100  million  Americans. 

We  commend  the  subcommittee  for  holding  this  hearing  and  pos- 
ing the  question:  Can  the  baby  boom  generation  afford  to  retire? 
This  is  a  question  that  the  baby  boom  generation  itself  is  not  asked 
frequently  enough.  The  CBO  report,  which  we  heard  about  this 
morning,  contains  some  of  the  first  good  news  most  of  us  in  the  em- 
ployee benefits  field  have  heard  in  a  long  time. 

I  don't  mean  to  suggest  that  the  employee  benefits  community  is 
unwilling  to  accept  good  news,  but  the  CBO  study  certainly  ap- 
pears to  be  at  odds  with  a  number  of  studies  we  also  heard  about 
today.  These  other  studies  paint  a  much  bleaker  picture  of  the  like- 
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lihood  that  baby  boomers  will  accumulate  the  savings  necessary  to 
retire  and  maintain  their  current  standard  of  living. 

At  the  risk  of  committing  heresv,  may  I  suggest  that  it  probably 
is  not  terribly  relevant  whether  the  CBO  study  or  the  other  stud- 
ies, such  as  tne  one  authored  by  Dr.  Bemheim,  more  accurately  re- 
flects the  retirement  outlook.  If  Dr.  Bemheim  and  the  others  are 
right,  and  I  tend  to  think  they  are,  then  we  must  begin  imme- 
diately to  develop  policies  that  will  encourage  more  personal  and 
employer-sponsored  savings. 

On  the  other  hand,  if  CBO  is  correct,  then  it  still  is  the  case  that 
retirement  income  goals  will  not  be  met  unless  the  savings  and  em- 
ployer-sponsored retirement  programs,  which  CBO  took  into  ac- 
count in  making  its  findings,  remain  viable. 

Regrettably,  there  is  ample  reason  for  pessimism  on  that  latter 
point.  That  is  why  I  would  like  to  turn  my  attention  to  the  issue 
of  whether  the  employment-based  retirement  system  is  as  strong  as 
it  needs  to  be  to  continue  its  role  as  a  major  source  of  retirement 
income. 

This  is  an  issue  that  in  the  past  has  been  both  positively  and 
negatively  affected  by  policies  crafted  here  in  the  House  Ways  and 
Means  Committee,  so  it  is  especially  pertinent  as  part  of  your  in- 
quiry today. 

The  good  news  is  that  the  Nation's  retirement  system  currently 
holds  more  than  $4  trillion  in  assets  and  is  the  single  greatest 
source  of  savings  in  this  country.  The  bad  news  is  that  for  over  a 
decade,  according  to  the  U.S.  Department  of  Labor,  only  about  46 
percent  of  the  work  force  has  been  covered  by  an  employer-spon- 
sored pension,  and  since  1980,  a  series  of  deficit  reduction  meas- 
ures has  resulted  in  declining  contributions  to  plans. 

By  any  objective  measure,  this  decline — or  at  least  stagnation — 
of  the  retirement  system  does  not  bode  well  for  the  income  security 
of  tomorrow's  retirees.  The  causes  of  this  decline  are  at  least  two- 
fold: first,  the  constant  chipping  away  at  the  tax  preference  for  pen- 
sions; second,  the  enormous  regulatory  burdens  that  have  made  it 
much  more  expensive  to  sponsor  a  plan. 

With  respect  to  the  tax  preference,  the  basic  problem  seems  to 
be  that  insufficient  attention  is  given  to  the  fact  that  taxes  on  pen- 
sions are  merely  deferred,  not  permanently  excluded  from  income. 
The  most  recent  example  of  the  misguided  view  of  the  pension  tax 
expenditure  was  seen  in  the  recently  passed  Budget  Reconciliation 
Act,  which  lowered  the  compensation  limit  that  could  be  taken  into 
account  for  pension  contribution  and  benefit  purposes. 

I  direct  your  attention  to  the  appendix  of  my  written  statement 
which  gives  examples  of  how  this  change  will  diminish  the  retire- 
ment security  of  the  very  baby  boomers  who  are  the  topic  of  today's 
hearing. 

Perhaps  pensions  would  be  a  less  vulnerable  target  if  pension  as- 
sets were  not  viewed  as  sums  on  which  employers  and  workers  are 
avoiding  paying  taxes,  but  rather  as  a  sum  of  money  which  rep- 
resents the  largest  source  of  investment  capital  in  this  country  and 
which  will  be  taxed  when  it  is  paid  out  in  the  form  of  retirement 
benefits. 

With  regard  to  the  regulatory  burden,  where  does  one  begin? 
Since  the  passage  of  ERISA  in  1974,  no  fewer  than  18  major  tax 
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budget  bills  have  been  enacted  adding  enormously  to  the  cost  of 
sponsoring  a  retirement  plan. 

In  1990,  a  study  conducted  for  the  Pension  Benefit  Guaranty 
Corporation  found  that  for  the  typical  defined  pension  plan  with  75 
participants,  an  employee  will  now  spend  $800  in  aciministrative 
costs  for  every  $1,400  contributed  toward  funding  benefits. 

As  a  result  of  the  regulatory  burdens  of  the  1980s,  administra- 
tive costs  rose  fi*om  8  percent  to  33  percent  of  total  plan  costs.  No 
svstem  can  long  remain  viable  under  these  circumstances.  And  if 
the  employment-based  system  does  not  prosper,  it  will  inevitably 
put  more  financial  pressure  on  the  Social  Security  system  to  ensure 
retirement  income  security  for  the  baby  boom  generation. 

In  conclusion  my  message  is  simple,  unless  Congress  and  the  ex- 
ecutive branch  immediately  cease  enacting  policies  like  the  reduc- 
tion of  compensation  limits  for  plan  contributions  and  benefits  and 
grant  relief  fi-om  onerous  regulatory  burdens,  then  congressional 
hearings  and  other  efforts  to  draw  attention  to  the  retirement 
needs  of  the  baby  boomers  will  just  be  a  hollow  gesture. 

Congress  cannot  simply  voice  its  support  for  a  strong  retirement 
system  and  then  proceed  to  enact  measures  which  undermine  that 
very  goal.  The  APPWP  has  made  several  specific  proposals  for  ad- 
dressing these  concerns  in  a  positive  way  and  we  would  be  very  de- 
lighted to  discuss  these  with  you. 

Thank  you  very  much. 

[The  prepared  statement  and  attachment  follow:] 
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STATEMENT  OF  JAMES  A.  KLEIN, 

EXECUTIVE  DIRECTOR, 

ASSOCIATION  OF  PRIVATE  PENSION  AND  WELFARE  PLANS 

Good  Borning,  Hr.  chairman  and  members  of  the  Subcomnlttee.  I  am 
James  A.  Klein,  Executive  Director  of  the  Association  of  Private 
Pension  and  Welfare  Plans  (APPWP) .  The  APPWP  represents  companies 
that  either  sponsor  or  administer  pension  and  other  employee 
benefit  plans  that  cover  more  than  100  million  Americans. 
Accordingly,  we  have  a  keen  interest  in  a  vibrant  retirement  system 
that  can  meet  the  needs  of  retirees  today  and  in  the  future. 

We  commend  the  Subcommittee  for  holding  these  hearings  and  posing 
the  question  "Can  the  Baby  Boom  Generation  Afford  to  Retire?"  It 
would  be  easy  for  Congress  not  to  focus  on  the  retirement  income 
security  needs  of  a  generation  that  to  a  large  extent  has  not 
focused  on  this  question  itself. 

Nonetheless,  there  are  few  Issues  that  will  have  as  obvious  and 
direct  consequences  both  to  the  quality  of  life  for  Baby  Boomers 
and  to  the  future  of  Federal  government  expenditures,  than  the 
issue  of  whether  there  will  be  sufficient  money  available  to 
provide  income  security  for  tomorrow's  retirees. 

The  Congressional  Budget  Office  Report,  Baby  Boomers  in  Retirement; 
An  Early  Perspective,  contains  some  of  the  first  good  news  most  of 
us  in  the  employee  benefits  field  have  heard  in  a  long  tine.  Its 
conclusion  that,  as  a  group,  those  born  between  1946  and  1964  will 
have  higher  real  retirement  incomes  than  older  people  today,  stands 
in  contrast  to  some  of  the  bleaker  reports  we  have  heard  for  a 
number  of  years.  Certainly,  the  CBO  study  would  appear  at  first 
glance  to  be  at  odds  with  an  extensive  study  issued  earlier  this 
year.  Is  the  Babv  Boom  Generation  Preparing  Adequately  for 
Retirement? .  authored  by  Princeton  University  economics  professor. 
Dr.  B.  Douglas  Bernheim.  Dr.  Berheim's  research  determined  that  as 
a  group.  Baby  Boomers  are  only  accumulating  about  34  percent  of 
savings  necessary  to  retire  at  age  65  and  maintain  their  current 
standard  of  living. 

Ultimately,  it  is  probably  not  terribly  relevant  whether  the  CBO 
study  or  the  Bernheim  and  other  studies  with  similar  findings  more 
accurately  reflect  the  nation's  retirement  outlook.  If  Bernheim 
and  others  are  right,  we  must  begin  immediately  to  develop  policies 
that  will  encourage  more  personal  and  employer-sponsored  savings. 
If  CBO  is  correct  (and  CBO  does  importantly  note  that  the  income 
security  prospects  for  younger  and  less  educated  Baby  Boomers  is 
not  comparable  to  older,  better  educated  members  of  their 
generation)  then  it  still  is  the  case  that  retirement  income  goals 
will  not  be  met  unless  the  savings  and  employer-sponsored 
retirement  programs  which  CBO  took  into  account  in  making  its 
findings  remain  viable. 

It  is  to  the  issue  of  whether  that  employment-based  retirement 
system  is  as  strong  as  it  needs  to  be,  that  I  would  like  to  turn  my 
attention.  It  is  an  issue  that  can  and  has  been  affected  by 
policies  enunciated  by  the  House  Ways  &  Means  Committee. 

It  is  generally  accepted  that  retirement  income  is  sustained  by  a 
combination  of: 

*  Social  Security  benefits; 

*  Personal  savings;  and 

*  Employer-sponsored  pensions. 

The  nation's  retirement  system  currently  holds  more  than  $4 
trillion  in  assets.  But  the  percentage  of  the  workforce  covered  by 
a  plan  (about  46%  according  to  the  1992  edition  of  Trends  in 
Pensions  published  by  the  U.S.  Department  of  Labor)  has  remained 
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fairly  constant  for  several  years.  Since  the  passage  of  ERISA,  the 
rate  of  teminations  of  defined  benefit  pension  plans  has  grown 
dramatically.  In  1972,  a  total  of  1,227  such  plans  covering  42,000 
participants  were  terminated.  In  the  post-ERISA  period  from  1975 
to  1988,  an  average  of  6,500  defined  benefit  plans  covering  385,000 
participants  have  been  terminated  annually,  according  to  Pension 
Benefit  Guaranty  Corporation  reports.  Moreover,  according  to  a 
study  conducted  for  the  APPWP  by  Stanford  University  professor  John 
Shoven,  Return  On  Investment:  Pensions  Are  How  America  Saves, 
contributions  to  plans  have  declined  steadily  since  1980. 

By  any  objective  measure,  this  decline,  or  least  stagnation,  does 
not  bode  well  for  the  income  security  of  tomorrow's  retirees.  The 
causes  of  this  decline  are  twofold. 

THE  PENSION  TAX  EXPENDITURE 

First,  recent  Congresses  and  Administrations  of  both  parties  have 
continually  chipped  away  at  the  "tax  expenditure"  accorded 
pensions.  In  Fiscal  Year  1993  that  tax  expenditure  is  estimated  to 
be  $56  billion.  But,  of  course,  tha  tax-favored  status  accorded 
pensions  is  not  like  the  tax  expenditure  for  employer-paid  health 
care,  home  mortgage  deductions  or  other  items.  Taxes  on  pensions 
are  merely  deferred,  not  permanently  excluded  from  income. 

The  most  recent  example  of  this  misguided  view  of  the  pension  tax 
expenditure  was  the  provision  of  the  Budget  Reconciliation  Act  of 
1993  which  lowered  the  amount  of  compensation  that  could  be  taken 
into  account  for  benefit  and  plan  funding  purposes.  (Revision  to 
Internal  Revenue  Code  Section  401(a) (17).)  This  provision  of  the 
budget  measure  was  "sold"  on  the  basis  that  it  would  target  only 
very  wealthy  people  earning  more  than  $150,000  per  year.   In  fact, 

as  the  memorandum  attached  as  the  Appendix  to  my  statement 
demonstrates,  the  result  will  be  detrimental  to  the  very  Baby 
Boomers  who  are  the  subject  of  today's  hearing. 

Lowering  the  compensation  limit  will  result  in  defined  contribution 
plans  (such  as  401 (k)  plans)  more  likely  failing  the  complex 
nondiscrimination  tests.  Ironically,  for  the  most  part  this  will 
not  curtail  the  amounts  that  may  be  saved  by  those  earning  over 
$150,000  who  are  usually  limited  by  dollar  caps  on  401 (k)  deferrals 
but,  rather,  will  hit  hardest  on  Baby  Boomers  and  others  earning 
just  over  the  "highly  compensated"  threshold.)  In  terms  of  funding 
for  retirement  benefits  under  a  traditional  defined  benefit  pension 
plan,  the  recent  action  by  Congress  will  be  even  more  onerous.  As 
a  good  example  of  its  impact,  the  memorandum  in  the  Appendix  points 
out  that  the  new  funding  limit  will  curtail  the  ability  of  an 
employer  to  fund  the  pension  of  a  typical  35  year  old  earning  just 
$35,000  per  year. 

My  message  is  simple:  Unless  Congress  and  the  Executive  Branch 
immediately  cease  enacting  policies  like  the  reduction  in 
compensation  limits  for  plan  contributions  and  benefits,  then 
Congressional  hearings  and  other  efforts  to  draw  attention  to 
retirement  needs  of  the  Baby  Boomers  will  be  a  hollow  gesture. 
Congress  can  not  simply  voice  its  support  for  a  strong  retirement 
system,  and  then  enact  measures  which  undermine  that  system. 

Perhaps  pensions  would  be  a  less  vulnerable  target  for  revenue 
raising  —  and  the  retirement  income  of  the  Baby  Boom  generation 
would  be  more  secure  —  if  policy  makers  looked  at  pension  assets 
not  as  an  amount  on  which  employers  and  workers  are  avoiding  paying 
taxes,  but  as  a  sum  of  money  that  will,  with  earnings,  eventually 
be  paid  out  in  the  form  of  retirement  benefits  that  will  be  fully 
subject  to  taxation. 
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Looked  at  this  way,  a  $56  billion  annual  tax  expenditure  beco»es  a 
$4  trillion  8tia  of  money  that  will  be  taxed  when  it  is  paid-out  to 
retirees . 

THE  REGULATORY  BURDEN 

The  second  principal  reason  for  the  decline  and  stagnation  of  the 
eaployment-based  system  is  the  regulatory  burden  on  plans.  Since 
the  enactment  of  the  Employee  Retirement  Income  Security  Act 
(ERISA)  in  1974,  there  have  been  no  fewer  than  18  laws  affecting 
the  retirement  system.  Each  has  either  diminished  the  tax 
incentives  for  sponsoring  plans,  or  added  considerable  regulatory 
burden  to  the  operation  of  plans  (or  both) . 

A  1990  study  by  the  U.S.  Pension  Benefit  Guaranty  Corporation  on 
the  administrative  burden  for  both  defined  benefit  and  defined 
contribution  plans  speaks  volumes  about  why  it  has  become  so 
difficult  for  employers  to  sustain  their  plans.  According  to  the 
study,  for  a  typical  defined  benefit  plan  with  75  participants, 
administrative  costs  relative  to  the  cost  of  providing  benefits 
rose  from  8  percent  of  total  plan  costs  in  1981  to  3  3  percent  of 
plan  costs  in  1990.  In  dollar  terms,  the  PBGC  concluded,  such  a 
typical  plan  sponsor  was  spending  roughly  $800  in  administrative 
costs  per  participant  for  every  $1400  contributed  toward  funding 
laenef  its. 

There  are  numerous  examples  which  could  be  cited  to  demonstrate  the 
extent  of  the  regulatory  burden,  but  a  recent  one  is  unfortunately 
representative  of  the  point  to  be  made.  Included  in  the  Tax  Reform 
Act  of  1986  were  two  lines  restating  that  pension  benefits  should 
not  be  provided  on  a  discriminatory  basis.  Those  innocuous 
sentences  spawned  a  seven  year  regulatory  effort  which  has  just 
culminated  in  the  final  release  a  few  weeks  ago  of  hundreds  of 
pages  of  regulations  to  implement  those  few  lines  of  statutory 
language.  And  portions  of  related  regulations  are  still  to  be 
finalized. 

It  is  no  wonder  that  our  retirement  system  is  declining  in  such  an 
environment.  The  result  of  such  decline  is  not  merely  seen  In 
discouraging  statistics  on  terminated  plans,  but  is  also  evidenced 
by  real  people  facing  the  prospect  of  a  future  that  is  less 
financially  certain  than  the  present.  If  workers  can  not  rely  as 
heavily  upon  a  strong  employer-sponsored  pension  system,  then 
inevitably,  they  will  need  to  look  to  our  Social  Security  system  to 
fund  an  ever  larger  portion  of  their  retirement  needs.  So  the 
decline  of  the  retirement  system  is  as  real  a  concern  for  Federal 
coffers  as  it  is  for  the  Baby  Boomers  themselves. 

Employer-sponsored  plans  are  as  good  a  deal  for  the  Federal 
Treasury  as  they  are  for  workers  and  retirees.  According  to  an 
APPWP  study.  Benefits  Bargain,  performed  by  Sylvester  Schieber  at 
the  Wyatt  Company,  for  every  $1  of  tax  expenditure  "spent"  on 
pensions,  private  plans  pay  $4.60  of  benefits  to  retirees  and  their 
families. 

These  benefits  are  a  bargain  for  retirees  and  the  government.  They 
are  essential  to  the  retirement  security  of  today's  retirees  and 
Baby  Boomers.  We  urge  the  Congress  to  ensure  that  this  system  is 
allowed  to  prosper.   Thank  you. 

Thank  you  very  much. 
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Reduction  of  Internal  Revenue  Code 
Section  401  (a)(17)  Compensation  Limit  is  Bad  Pension  Policy 


The  Tax  Reform  Act  of  1986  limited  compensation  for  purposes  of  retirement  plan 
contributions  at  $200,000  and  provided  that  the  limit  would  be  indexed  for  increases  in  the 
consumer  price  index.  This  year,  the  compensation  limit  is  $235,840.  Although  the  proposal 
to  decrease  the  limit  to  S  150,000  will  affect  both  deflned  benefit  and  defined  contribution  plans, 
the  implications  for  the  two  types  of  plans  will  be  different. 

In  the  case  of  defined  contribution  plans,  the  new  limits  will  affect  more  than  those 
earning  between  $150,000  and  $235,840  per  year.  The  reason  lies  behind  the  discrimination 
tests  that  plans  have  to  pass.  For  example,  in  401  (k)  plans,  workers  directly  affected  by  the  new 
pay  limits  can  continue  to  contribute  the  same  amount  to  the  plan  as  they  did  previously,  but 
their  contribution  tals  will  be  higher  based  on  the  lower  compensation  limit.  This  will  raise  Ihe 
contribution  rate  for  all  "highly  compensated"  workers.  However,  if  Ihe  new  contribution  rate 
among  the  highly  compensated  workers  means  the  plan  fails  the  discrimination  tests,  overall 
contribution  rates  among  the  highly  compensated  will  likely  be  reduced.  Because  of  the  peculiar 
way  the  nondiscrimination  tests  operate,  the  reductions  in  contributions  required  to  comply  with 
the  compensation  limits  will  fall  most  heavily  on  individuals  just  above  the  "highly  compensated" 
threshold  (e.g.,  workers  earning  $60,000  to  $75,000  per  year)  -  not  on  the  very  highly  paid 
earning  $150,000  or  more.  This  is  because  the  middle  income  earners  are  deferring  to 
401(k)  plans  a  higher  percentage  of  their  income  than  the  highest  income  employees.  Clearly, 
this  impact  on  middle  income  earners  is  an  unfair  and  undesirable  result  of  lowering  the 
compensation  limit. 

In  the  case  of  defmed  benefit  plans,  the  limits  could  affect  a  much  broader  group  of 
workers,  and  the  effects  on  them  might  not  be  known  until  some  years  down  the  road.  Tax  law 
does  not  allow  retirement  plan  sponsors  to  anticipate  expected  increases  in  the  salary  limit  for 
pension  funding  purposes  until  they  actually  occur.  With  reasonable  assumptions  about  future 
salary  growth,  an  employee  expected  to  retire  30  years  from  now  who  is  earning  $30,000  to 
$35,000  today  would  likely  be  subject  to  the  new  pension  funding  limits  under  the  proposal. 
For  example,  consider  a  worker  who  is  35  years  of  age  today,  earning  $35,000  per  year.  In  the 
calculations  that  the  Social  Security  Administration  does  for  purposes  of  estimating  the  future 
costs  of  Social  Security,  it  assumes  an  average  future  worker  will  receive  wage  increases  of  5.5 
percent  per  year  in  an  economy  that  will  experience  4  percent  inflation  per  year. 

For  the  35-year  old  earning  $35,000  today,  5.5  percent  wage  increases  until  retirement 
at  age  65  would  imply  a  final  year's  salary  of  $165,342.  This  salary  exceeds  the  proposed 
compensation  limit  by  $15,342.  An  employer  sponsoring  a  pension  for  this  worker  would  be 
required  to  reduce  the  funding  of  the  pension  below  that  allowed  by  current  law  in  any  year  in 
which  projected  final  earnings  exceed  the  compensation  limits.  Making  the  appropriate 
calculations,  it  turns  out  that,  in  fact,  only  $31,752  of  this  hypothetical  35  year-old  worker's 
earnings  of  $35,000  could  be  considered  for  funding  a  pension.  It  would  take  three  years  until 
the  compensation  upon  which  the  funding  is  based  would  catch  up  with  actual  earnings.  So  the 
employer  would  have  only  27  of  the  30  years  until  the  worker's  retirement  to  fully  fund  for  the 
promised  benefit. 

As  the  wage  level  increases,  the  problem  is  exacerbated.  For  3S-year-old  workers  earning 
$40,000  per  year,  the  proposal  means  that  fully  $8,200  of  their  earnings  during  the  first  year 
under  the  proposal  cannot  be  considered  in  funding  the  promised  pension  benefit.  For  the 
$40,000  worker,  it  will  take  six  years  before  compensation  on  which  funding  will  be  based  will 
catch  up  with  actual  earnings.  In  this  case,  the  employer  will  have  only  24  years  left  to  make 
up  the  underfunding  of  the  benefit  promise  that  would  occur  because  of  this  proposal. 

For  workers  earning  $50,000  per  year,  funding  would  be  reduced  over  40  percent  of 
tfieir  remaining  career.  For  workers  earning  $90,000,  fijnding  would  be  reduced  over  90 
percent  of  their  remaining  career.  For  workers  earning  $100,000  per  year,  Ihe  new  limit  would 
reduce  the  funding  of  their  promised  pension  benefit  over  all  of  the  remainder  of  their  career. 
This  inability  to  fund  for  the  benefit  does  not  necessarily  mean  that  these  individuals  would  gel 
a  lower  benefit.  It  means  that  the  employer  would  be  prevented  from  adequately  funding  the 
pension  in  advance  as  is  highly  desirable. 

Pension  plan  benefit  formulas  are  essentially  promises  to  provide  some  level  of  benefit, 
generally  in  relation  to  a  worker's  earnings  and  years  of  coverage  under  the  plan.  If  these 
promises  are  to  be  met,  funds  must  be  laid  aside  to  pay  the  benefits  by  the  time  they  fall  due. 
The  Employee  Retirement  Income  Security  Act  (ERISA)  recognized  and  established  in  law  the 
desirability  of  employers  funding  benefit  promises  during  a  worker's  active  work  career.  ERISA 
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noQfnized  that  these  promises  were  so  inqxxtant  lo  individual  workers  that  it  established  the 
Pujon  Benefit  Guaranty  Coiporation  (PBGQ  to  put  the  weifht  of  a  (ovemment  insurance 
profTun  behind  them. 

Deferring  the  funding  of  promised  benefits  from  early  until  later  in  a  worker's  career 
creates  a  variety  of  risks.  In  some  cases,  some  promised  bencHts  cannot  be  funded  in  the 
remaining  years  until  retirement.  These  benefits  will  have  to  be  funded  aAer  the  worker  retires 
and  is  no  longer  making  a  contribution  to  the  productivity  of  the  rinn.  Sometimes  companies 
(all  on  hard  times  themselves,  and  caiuwt  fiiinil  prior  unfunded  promises.  In  these  cases, 
benefits  may  become  the  government's  obligation  through  their  assumption  by  the  PBGC. 
Regrettably,  the  PBGC's  assumption  of  pension  promises  do  not  always  fully  meet  the  implied 
promises  that  are  part  of  the  plans  they  assume.  Middle  income  employees  and  retirees  lose 
benefits  in  these  cases.  Given  the  concerns  being  raised  by  the  PBGC,  it  seems  an  odd  lime  to 
encourage  ksi  fiinding  of  pension  promises. 

Even  in  cases  where  the  employer  will  be  able  to  make  up  for  the  delays  in  funding  under 
the  proposal,  the  reduction  in  the  compensation  limits  would  mean  employers  will  have  to  delay 
the  funding  of  pension  promises  until  later  in  workers'  careers  than  under  current  policy.  These 
delays  will  make  plan  funding  far  more  expensive  in  the  future  than  under  current  policy.  This 
is  particularly  a  problem  in  the  current  context,  because  it  will  make  the  funding  of  the  large 
baby  boom  generation's  retirement  benefits  even  more  expensive  than  currently  anticipated. 
Seine  employers  will  be  forced  to  curtail  their  plans  or  possibly  terminate  them  altogether. 

This  result  could  be  especially  true  for  smaller  family-run  Tirms.  The  lowering  of  the 
compensation  limit  will  have  a  significant  impact  on  employees  whose  spouses  (and  certain 
family  members)  work  for  the  same  employer.  Since  the  law  requires  employees  lo  be  grouped 
together  for  purposes  of  the  compensation  limit  it  will  be  easier  to  hit  the  limit  under  (he 
proposal  and  therefore  affect  these  employees  disproportionately.  Consequently,  businesses 
which  are  owned  by  and  employ  both  spouses  may  be  much  less  inclined  to  spooaot  a 
qualified  plan  under  these  dreumstances. 

The  lower  contribution  and  benefit  limits  under  Section  415  of  the  Internal  Revenue 
Code,  the  lower  pre-tax  deferral  limit  under  Section  401(k)  of  the  Code  and  the  excise  tax  under 
Section  4980A  of  the  Code  are  policies  already  in  place  to  prevent  excessive  retirement  saving 
accnnulalions  on  behalf  of  the  higher  paid  employees.  In  addition,  the  Section  413  and  Section 
401(1)  reductions  make  it  significantly  more  difficult  to  accumulate  even  reasonable  amounts 
on  behalf  of  employees  at  more  modest  income  levels.  Thus,  lowering  the  compensation  limit 
cnnot  be  justified  on  the  basis  that  it  win  prevent  excess  retirement  accumulations  for  the 
wealthy. 

For  workers  whose  actual  pay  levels  ultimately  bll  below  the  compensation  limiu,  it  will  still 
be  possible  for  a  pension  plan  sponsor  to  make  up  the  initial  limiutions  in  funding.  If  the  plan 
qxnior  speeds  up  fiinding  later  to  offset  current  reductions  because  of  the  lower  compensation 
limit,  however,  it  will  create  larger  lax  deductions  and  smaller  tax  collections  in  the  fiiture.  The 
proposed  reduction  of  the  compensation  limit  is  estimated  to  raise  S3.6  billion  dollars  between 
1994  and  1998.  That  may  be  technically  true  in  cash  flow  terms,  but  much  of  the  added  revenue 
win  result  in  lower  revenues  being  coUeded  in  periods  after  1998. 

For  example,  assume  that  $100  of  income  that  cannot  be  put  into  a  pension  fund  in  1994 
because  of  the  new  limiu  is  taxed  in  1994  at  a  36  percent  rate.  In  1994,  this  new  measure  will 
genenie  an  added  $36  dollars  in  federal  lax  revenue.  If  the  remaining  S64  is  invested  in  tax- 
deferred  government  bonds  at  the  end  of  1994  at  8  percent  and  cashed  at  the  end  of  1999,  the 
interest  would  net  federal  taxes  of  SI0.81  in  that  year.  But  if  the  SIOO  were  put  into  a  pension 
trust  at  the  end  of  1994  and  earned  8  percent  return  every  year  between  1994  and  1999,  it  would 
grow  to  SI46.93.  If  it  virere  taken  as  pension  income  at  the  end  of  1999  and  taxed  at  36  percent 
it  would  net  the  government  S52.90  in  federal  taxes  in  that  year.  In  this  example,  federal  tax 
colkctiows  in  1999  would  be  reduced  $42.09  by  moving  $100  out  of  the  pension  system  in  1994. 
Tbe  estimales  in  the  budget  docuncnls  do  not  show  the  loss  in  federal  revenues  in  the  liiture 
because  of  this  proposal. 

For  all  the  foregoing  reasons,  the  reduction  of  the  40l(aK17)  compensation  limit  should 
be  r^ected. 

Source:  The  Wyatt  Company  ^^  JH  IB  VAV  M 
Research  and  Information  Center  Sft  W^  W^  ^^^B  W^ 
Wasiungton,  D.C.  *      *  "    j  imu^j  iwjuU*  ami  imfi mj 
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Mr.  BUNNING.  We  are  going  to  suspend  for  just  a  second  because 
I  have  got  to  go  to  vote.  Andy  is  on  his  way  over  and  he  will  be 
back  very  shortly,  so  we  will  suspend  for  about  5  minutes  and  re- 
turn and  continue  the  hearing. 

[Recess.] 

Chairman  Jacobs.  Well,  continue  away. 

STATEMENT  OF  MARTHA  PRTODY  PATTERSON,  DIRECTOR, 
EMPLOYEE  BENEFITS  POLICY  AND  ANALYSIS,  KPMG  PEAT 
MARWICK,  WASHINGTON  NATIONAL  COMPENSATION  AND 
BENEFITS  PRACTICE 

Ms.  Patterson.  I  am  Martha  Priddy  Patterson.  I  am  with 
KPMG  Peat  Marwick  and  their  compensation  and  benefits  group. 
I  am  here  today  to  talk  about  a  survey  we  have  just  done  of  about 
1,200  employers  with  more  than  200  employees.  I  will  be  brief  and 
I  will  be  blunt. 

The  survey  tells  us  two  things.  One,  if  you  want  to  continue  to 
encourage  employer  provided  plans,  you  need  to  stop  changing  the 
law;  and  two,  employers  are  doing  a  pretty  good  job  providing  re- 
tirement benefits,  but  they  truly  expect  that  employees  will  kick  in 
their  share  as  well.  Thev  see  this  as  the  traditional  three-legged 
stool  of  Social  Security,  their  retirement  benefit  and  the  employee's 
contribution,  and  the  employees  are  not  getting  a  lot  of  guidance 
as  to  how  to  do  their  part,  either  in  their  own  personal  investment 
or  in  their  investment  in  the  401(k)  plans  and  other  kinds  of  de- 
fined contribution  plans. 

Being  a  lawyer  rather  than  a  economist,  I  sketched  out  on  page 
8  of  mv  testimony  a  little  table  that  shows  my  view  of  what  hap- 
pens it  you  invest  wrong  in  your  401(k)  or  with  your  personal  in- 
vesting, so  you  see  there  the  same  pattern  of  a  person  putting  in 
$1,000  a  month — excuse  me,  $1,000  a  year,  we  all  wish  we  do  could 
do  $1,000  a  month. 

Chairman  Jacobs.  Let's  do  that. 

Ms.  Patterson.  It  would  be  great,  wouldn't  it?  Illegal  under  the 
rules,  but  great. 

Chairman  Jacobs.  Rules  count. 

Ms.  Patterson.  Yes,  that  is  true.  Take  $1,000  a  year  over  30 
years  invested  at  4  percent  in  a  safe  kind  of  investment,  and  at  re- 
tirement you  have  about  $5,000  a  year  to  spend.  Invest  it  at  10 
percent  a  year  and  at  retirement  you  have  got  about  $15,000  a  year 
to  spend.  That  is  a  big,  big  difference. 

It  would  be  very,  very  helpful  if  employees  had  the  help  to  under- 
stand what  a  grave  ^fference  how  they  invest  their  money  will 
make  in  the  way  they  ultimately  live  when  they  retire.  This  is  par- 
ticularly important  since  we  have  a  much  more  mobile  work  force. 
When  you  change  jobs,  you  tend  to  lose  benefits. 

In  fact,  sometimes  you  can  lose  benefits  quite  a  bit.  The  CBO 
study  made  the  point  that  recent  changes  in  the  law  have  really 
helped  with  the  mobile  work  force  because  you  have  quicker  vest- 
ing. Well,  that  is  true.  It  is  now  5  years.  That  doesn't  help  those 
early  babv  boomers  who  have  already  been  in  the  workplace  for  20 
years  and  had  10-year  vesting. 

It  doesn't  help  when  you  look  at  the  average  job  tenure  for 
women,  which  is  4.8  years  in  a  job,  meaning  the  average  woman 
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would  never  get  vested  in  a  pension  plan.  I  am  not  saying  that 
works  out  in  that  fashion,  but  those  are  all  facts  that  need  to  come 
to  bear. 

To  go  back  to  the  first  point  just  a  little  bit  on  the  changes  in 
the  law.  We  asked  very  few  subjective  questions  in  this  study,  but 
the  one  we  did  ask  was:  "What  is  the  most  troublesome  aspect  of 
your  plan?"  And  for  defined  benefit  pension  plans,  we  gave  them 
a  list  of  fi-equent  changes  in  the  law,  compliance  with  the  law,  com- 
pliance with  the  nondiscrimination  rules  in  the  law,  fundiing,  and 
employee  confusion. 

We  asked  similar  kinds  of  questions  for  401(k)  plans  and  other 
defined  contribution  plans.  The  only  item  that  got  more  than  20 
percent  ranking  for  "very  troublesome,"  the  only  item,  was  changes 
in  the  law,  firequent  changes  in  the  law. 

Apparently  plan  sponsors  find  that  more  troublesome  than  actu- 
ally complying  with  the  law  and  about  twice  as  troublesome  as  ac- 
tually trying  to  fiind  the  plan. 

I  found  that  startling,  I  have  to  tell  you,  and  I  work  in  this  area 
every  today. 

Chairman  Jacobs.  Don't  be  sorry  to  tell  me.  I  have  been  saying 
it  for  years. 

Ms.  Patterson.  We  looked  at  plans  that  had  been  terminated. 
About  11  percent  of  the  respondents  had  terminated  a  plan  in  the 
last  5  years.  The  largest  item  given  as  a  reason  for  termination 
was  "too  complicated  to  administer."  Administration,  I  submit  to 
you,  is  a  directly  tied  problem  to  changes  in  the  law. 

You  can  never  get  a  pattern  or  a  routine  for  your  administration 
if  the  law  is  changing  every  year.  So  you  are  wrcing  employers  to 
terminate  plans  and  that  is  a  big  problem  for  this  committee  be- 
cause every  time  an  employer  plan  is  terminated,  you  have  got 
more  pressure  on  the  Social  Security  system. 

Chairman  Jacobs.  Thank  you  very  much,  Ms.  Patterson. 

[The  prepared  statement  and  attachments  follow:] 
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SUMMARY 

•  78%  of  employers  of  200  or  more  employees  are  providing  retirement  benefits  and  those  employers 
believe  retirement  income  should  come  from  a  mix  of  employer-provided  benefits.  Social  Security  and 
individual  savings.  These  employers  spend  6.75%  of  payroll  on  those  retirement  benefits,  excluding  Social 
Security  payroll  taxes. 

•  Employees  need  to  recognize  early  in  their  careers  that  they  need  individual  savings  for  retirement 
security,  even  if  they  will  receive  employer-provided  retirement  benefits. 

•  Employees  also  need  a  financial  education  on  how  to  maximize  the  employer-provided  benefits  they 
receive.  This  is  especially  true  for  the  employee-directed  investments  included  in  many  defined  contribution 
plans.  Few  employees  are  receiving  this  education  from  their  employers.  Without  this  education  employees 
may  be  wasting  the  chance  to  wisely  invest  the  employer  benefits  offered  to  them. 

•  Employees  who  change  jobs  frequently  or  are  out  of  the  workforce  for  a  period  of  time  are  especially 
at  risk.  Time  out  of  the  work  force  and  job  changes  can  reduce  employer-provided  retirement  benefits  in  a 
dramatically  disproportionate  way.  For  example,  in  a  40  year  career,  three  years  out  of  the  work  force  and 
six  job  changes  reduces  income  from  an  employer-provided  retirement  benefit  by  one  half 

•  Without  spending  one  additional  cent,  Congress  could  greatiy  improve  the  baby  boomers  employer- 
provided  retirement  income.  Congress  simply  needs  to  stop  changing  the  law  regulating  these  plans. 
Employers  are  more  troubled  by  changes  in  the  law  than  any  other  aspect  of  retirement  benefits.  The  more 
income  die  baby  boomers  can  anticipate  from  employer-provided  benefits,  the  less  pressure  they  will  exert  on 
the  Social  Security  system. 

These  are  facts  derived  from  KPMG's  recent  survey  of  1 ,  198  employers  of  200  or  more  employees  across  the 
country.  Retirement  Benefits  in  the  1990s  and  from  the  build  up  patterns  for  employer-provided  benefits 
illustrated  by  appendices  from  my  book  The  Working  Woman 's  Guide  to  Retirement  Planning:  Saving  and 
Investing  NOW  far  A  Secure  Future,  published  by  Prentice  Hall. 

INTRODUCTION 

KPMG  is  pleased  to  provide  die  House  Subcommittee  on  Social  Security  with  its  rqwrt,  Retirement  Benefits 
in  the  1990s,  presenting  the  data  from  its  survey  of  almost  1 ,200  employers  nationwide.  I  am  Martha  Priddy 
Patterson,  director  of  Employee  Benefits  Policy  and  Analysis  for  KPMG's  compensation  and  benefits  practice. 
Along  with  several  of  my  colleagues,  I  helped  produce  this  rq»rt,  based  on  interviews  conducted  on  a  random 
sample  of  employers  with  200  or  more  employees.  Each  member  of  the  Subcommittee  and  the  staff  have  been 
provided  with  a  copy  of  the  KPMG  retirement  benefits  survey.  The  data  r^arding  the  actual  benefits  being 
provided  did  not  surprise  us.  The  data  on  the  trouble  caused  by  frequent  changes  in  the  law  and  the  fact 
employers  see  these  changes  as  more  troublesome  than  actual  compliance  or  even  than  the  cost  of  the  plans  was 
surprising.  As  retirement  benefits  consultants,  KPMG  recognizes  the  constantiy  changing  laws  are  difficult  to 
deal  with,  but  I  do  not  believe  even  we  understood  the  full  depth  of  employers'  concern  and  reactions  to  those 
changes. 

I  am  also  the  author  of  The  Working  Woman 's  Guide  to  Retirement  Planning:  Saving  and  Investing  NOW  for 
A  Secure  Future,  published  this  spring.  (And  revised  once  while  in  galleys  because  of  changes  in  the  law  and 
already  out  of  date  on  the  issue  of  Social  Security  taxation  and  compensation  limits  in  retirement  benefits 
because  Congress  changed  the  law  again  in  August.)  I  wrote  this  book  because  employees  who  are  in  and  out 
of  the  work  force  and  change  jobs  during  their  career  -  a  typical  career  pattern  for  a  woman  ~  have  very 
different  retirement  planning  needs.  Frankly,  I  sometimes  think  it  should  have  been  written  as  the  'Baby 
Boomer's  Guide,'  because  men's  career  patterns,  unfortunately,  are  becoming  more  like  women's.  These 
patterns  will  have  a  profound  impact  on  baby  boomers  retirement  security,  if  the  'boomers'  do  not  act  now 
to  develop  and  maximize  both  their  own  savings  and  the  employer-provided  benefits  they  receive. 
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KPMG'S  RETIREMENT  BENEFITS  IN  THE  1990S  -  EMPLOYER  RETIREMENT  BENEFITS 
PROVIDED  TODAY 

Survey  Methods 

KPMG's  retirement  benefits  survey  used  telephone  interviews  with  human  resource  directon  from  December 
1992  to  February  1993.  Telephone  interviews  rather  than  mailed  questionnaires  were  used  in  order  to  elicit 
more-accurate  answers  and  to  avoid  the  bias  produced  by  self-selection  when  respondents  are  asked  to  complete 
questionnaires  and  return  the  survey  on  their  own.  Survey  participants  were  randomly  drawn  from  a  Dun  and 
Bradstreet  list  of  the  nation's  private  and  public  employers  with  200  or  more  workers.  We  purposefully  avoid 
using  a  client  Ust  because  the  responses  would  have  been  skewed.  Clients,  by  definition,  have  retirement 
benefit  plans,  and  usually  come  to  us  because  either  they  want  to  improve  those  benefits  or  because  they  have 
problems  with  the  benefit  plans.  Use  of  the  random  sample  avoided  that  bias.  Because  employers  were 
randomly  selected,  using  the  statistical  weights  we  can  extrapolate  the  survey  results  to  national  averages.  To 
increase  precision,  KPMG  stratified  the  sample  by  industry,  region,  and  number  of  workers.  The  use  of 
statistical  weights  also  allows  one  to  extrapolate  findings  to  employer  size,  r^onal,  and  industry  averages. 
With  a  sample  of  933  firms  actually  o^iering  retirement  benefits,  a  typical  statistic  has  a  sampling  error  of 
about  4  percent.  This  means  the  true  mean  lies  within  4  percent  of  the  reported  figure  9S  percent  of  the  time. 
Of  course,  these  findings  apply  only  to  employers  of  200  or  more  employees. 

Highligbte  of  the  Survey  Fudings 

KPMG's  survey  found  78  percent  of  the  employers  provided  a  retirement  benefit;  most  respondents  provided 
more  than  one  plan. 

*  Defined  benefit  plans  -  the  traditional  "pension*  -  continue  to  cover  more  employees  than  other  types 
of  retirement  plans,  but  401(k)  plans  are  ^>proaching  equal  coverage  of  employees. 

*  Employers  rank  as  the  most  troublesome  aspect  -  by  ^  -  the  effect  of  frequent  changes  in  the  law  on 
their  on  defined  benefit  plans.  No  other  factor,  including  the  cost  of  the  plans  and  actual  legal 
compliance  by  the  plans,  came  close  to  this  ranking  for  trouble. 

*  Even  employees  who  participate  in  a  401(k)  plan  grossly  under-utilize  the  plan.  Most  401(k)  plans 
permit  employees  to  defer  up  to  13  percent  of  their  compensation  into  the  401(k)  plan,  but,  in  fact, 
employees  defer  only  S  percent  of  compensation. 

*  Most  employers  do  not  have  a  wage  rq>lacement  goal  for  their  retirement  benefit  plans.  Consequently, 
employers  really  cannot  have  a  clear  picture  of  whether  their  retirement  benefit  package  provides  an 
adequate  income  at  retirement 

*  Most  employers  -  84  percent  -  believe  retirement  income  should  come  from  three  sources;  employer- 
provided  benefits.  Social  Security,  and  individual  employee  savings.  Yet  most  employers  give  their 
employees  little  advice  on  retirement  investing. 

The  most  frequently  offered  plans  were  401(k)  plans,  defined  benefit  plans,  profit-sharing  plans  and  403(b) 
plans.   Consequently,  the  survey  report  analysis  focuses  on  those  plans. 

While  no  one  plan  design  is  truly  'typical"  of  all  retirement  plans,  the  survey  data  do  suggest  the  most  common 
characteristics  of  various  types  of  plans. 

The  'Typical"  Defined  Benent  Plan:  An  employee  working  for  an  employer  providing  a  retirement  plan  is 
most  likely  to  be  offered  a  defined  benefit  plan.  A  slight  majority  of  employees  in  defined  benefit  plans  derive 
benefits  that  are  "integrated,"  that  is  coordinated  in  some  way  with  Social  Security,  although  when  viewed 
in  terms  of  the  number  of  plans,  a  slight  majority  of  the  plans  typically  do  not  integrate  benefits  with  Social 
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Security.  The  typical  plan  does  not  limit  years  of  service  in  calculating  benefit  payments.  The  plan  uses  Tmal 
average  compensation  in  benefit  calculations,  and  is  100  percent  vested  in  five  years.  Normal  retirement  age 
is  64;  early  retirement  age  is  SS-1/2;  and  the  benefit  paid  at  early  retirement  would  represent  62  percent  of  the 
normal  retirement  age  benefit. 

The  "Typical"  401  (k)  Plan:  The  typical  401(k)  plan  has  a  participation  rate  of  61  percent  of  eligible 
employees.  The  employer  matches  employee  contributions  in  cash.  The  employee  may  choose  from  among 
three  investment  options.    Loans  and  in-service  hardship  withdrawals  are  permitted. 

The  "Typical"  ProfH-Sharing  Plan:  The  typical  profit-sharing  plan  provides  a  contribution  that  represents 
8  percent  of  payroll.  The  plan  offers  two  investment  options,  but  does  not  permit  loans  or  hardship 
withdrawals.  The  formula  used  to  determine  whether  to  declare  a  profit-sharing  contribution  is  most  likely  to 
be  based  on  net  profit.   The  vesting  schedule  is  most  commonly  a  seven-year  graded  vesting  schedule. 

The  "Typical"  403(b)  Plan:  The  typical  403(b)  plan  accepts  employee  contributions  and  immediately  vests 
employer  contributions.  The  plan  offers  three  investment  options  and  permits  both  loans  and  in-service 
withdrawals. 

Percent  of  Payroll  for  Retirement  Benefits 

Retirement  benefits  equalled  6.75  percent  of  payroll  for  those  employers  providing  retirement  benefits.  These 
figures  exclude  the  employer  portion  of  Social  Security  taxes,  which  constitutes  roughly  another  6.2  percent 
of  payroll  for  most  employers.  Recognize  that  these  figures  include  only  employers  who  provide  some  type 
of  retirement  benefit.  ConsequenUy,  the  averages  are  not  lowered  by  those  employers  whose  percentage  of 
retirement  benefits  to  payroll  is  zero. 

This  6.75  percent  of  payroll  figure  varied  only  about  1 .5  percentage  points  when  employers  were  analyzed  by 
size.  But  the  cost  of  retirement  benefits  as  a  percentage  of  payroll  varied  about  2.5  percentage  points  when 
analyzed  on  a  regional  basis,  and  a  startling  5.7  percentage  points  when  examined  on  an  industry-by-industry 
basis.  The  transportation/communications  industry  had  the  lowest  contribution  percentage,  4.7  percent,  and 
state  and  local  governments  the  highest,  10.4  percent. 

Retirement  benefits  as  a  percentage  of  payroll  have  increased  in  the  last  five  years  for  41  percent  of  employees, 
representing  32  percent  of  employers.  Forty-one  percent  of  the  employers,  affecting  about  33  percent  of  the 
employees,  have  seen  their  percentage  of  payroll  dedicated  to  retirement  benefits  remain  the  same  over  the  last 
five  years,  and  10  percent  of  the  employers,  affecting  8  percent  of  employees,  have  actually  seen  a  decrease 
in  the  percentage  of  retirement  benefit  costs  to  payroll. 

Types  of  Plans  Provided 

KPMG's  survey  found  68  percent  of  employees  in  the  survey  were  covoed  by  a  defined  benefit  plan,  more 
than  by  any  other  type  of  plan.  But  defined  benefit  plans  were  only  the  second  most  frequenUy  offered  plan, 
offered  by  38  percent  of  the  respondents.  This  compares  with  the  latest  available  data  from  the  Department  of 
Labor  and  the  Internal  Revenue  Service  for  plans  with  more  than  100  participants  in  1989,  showing  that  defined 
benefit  plans  represent  38  percent  of  the  retirement  benefit  plans  offered,  but  cover  57  percent  of  the  retirement 
plan  participants.  '  Of  the  survey  respondents  offering  retirement  benefit  plans,  the  most-  offered  plan  was 
a  defined  contiibution  plan  -  the  401(k)  plan,  offered  by  58  percent  of  the  respondents,  and  representing  65 
percent  of  the  respondents'  employees. 

However,  401(k)  plans  continue  to  grow  in  popularity.  Twenty-eight  percent  of  the  employers  have  added  new 


'  Reported  for  plans  with  100  or  more  participants  and  filing 
IRS/DOL  Form  5500  in  1989  in  "Abstract  of  1989  Form  5500  Annual 
Reports,"  Private  Pension  Plan  Bulletin,  No.  1,  Winter  1993, 
Department  of  Labor  Pension  and  Welfare  Benefits  Administration 
(Washington,  O.C:  Gov't  Printing  Office),  Tables  E3  and  E6. 
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retireinent  plans  within  the  last  five  years,  affecting  24  percent  of  respondents'  employees.  Of  those  adding 
plans,  73  percent  added  401  (k)  plans,  affiecting  61  percent  of  employees.  Except  for  the  coverage  of  defined 
benefit  plans,  no  other  plan  design  came  close  in  popularity.  It  is  this  growth  in  the  popularity  of  defined 
contribution  plans,  such  as  the  401  (k)  plan,  which  often  shifts  the  investment  decisions,  and  hence  the 
investment  risk,  to  the  employee  and  increases  the  employee's  need  for  investment  education. 
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PERCENTAGE  OF  EMPLOYEES  OFFFRFn  RETIREMENT  PLANS 
(BY  EMPLOYBt  SIZE;  PERCEAfTAGE  OF  EMPLOYEES) 

TrpcorPlaa 

Midsize 

Large 

Mega 

Total 

Defined  Benefit 

35  » 

65S 

79» 

68% 

Caih  Balance 

1 

3 

6 

5 

Money  Purchaie 

7 

9 

6 

7 

Profit.Sharing 

21 

17 

27 

23 

401(lc) 

56 

58 

71 

65 

SUxk  Boniu 

2 

1 

12 

8 

ESOP 

7 

11 

26 

18 

Thrift 

2 

8 

11 

8 

403(b)* 

15 

22 

6 

12 

Target  Benefit 

C.3 

1 

1 

1 

Other 

18 

12 

14 

14 

*  403(b)  plans  are  available  only  to  employees  of  state  and  local  governments,  educational  institutions,  and  S01(c)(3)  organizations. 
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Biggest  Problems  for  Employers 

The  survey  questions  were  designed  to  elicit  objective  answers  based  on  numbers  or  plan  provisions.  The 
survey  repons  only  one  type  of  "subjective  question. "  For  each  of  the  most  common  types  of  retirement  plans, 
defined  benefit  pension  plans,  401(k)  plans,  profit  sharing  plans  and  403(b)  plans,  the  survey  listed  several 
facton  and  asked  the  participants  to  rank  them  as  'very  troublesome*,  'somewhat  troublesome,*  and  'not 
troublesome.'  Remember  that  the  sample  was  drawn  from  fairly  large  employers  —  200  or  more  employees  - 
-  and  was  not  from  a  client  list,  so  the  respondents  were  not  usually  likely  to  be  seeking  help  with  a 
'troublesome'  retirement  benefit  plan.   The  results  of  this  question  were  startling! 

Employers  are  far  less  troubled  by  complying  with  law  and  funding  the  plan  than  they  are  with  CHANGES  in 
the  law.  Congress  has  changed  the  law  governing  retirement  benefits  in  significant  ways  almost  every  year 
since  1982.  In  1984  Congress  changed  the  law  twice  in  one  year.  Recognize  changes  in  the  law  cost  the 
employer  money  even  if  its  plan  is  not  affected.  The  interplay  between  ERISA  and  the  provisions  of  the 
Internal  Revenue  Code,  both  of  which  govern  retirement  plans,  makes  it  impossible  for  the  average  employer 
to  even  recognize  whether  the  retirement  plan  has  been  affected  by  the  change  in  the  law  in  many  cases.  The 
employer  may  have  to  spend  a  significant  amount  of  money  paying  experts  simply  to  learn  whether  the  plan 
has  been  affected  by  the  recent  change. 

Twice  as  many  employers  with  defined  benefit  plans  are  'very  troubled'  by  your  changes  in  the  law  as  are 
"very  troubled*  by  funding  the  plan  in  the  first  place! 

The  deeper  problem,  although  less  immediately  felt,  is  that  retirement  planning,  whether  by  employers  or  by 
your  constituents,  must  be  done  with  projections  covering  literally  decades.  Employers  and  constituents  need 
to  plan  savings  and  investment  schedules  in  30  year  blocks.  And  they  are  forced  to  do  so  under  legal  rules  that 
are  changing  on  an  annual  basis!     The  tensions  and  frustrations  of  coping  are  obvious. 

Terminated  Plans 

Over  the  last  five  years,  1 1  percent  of  the  respondents  now  providing  retirement  benefits  terminated  at  least 
one  retirement  plan.  These  terminations  affected  17  percent  of  their  employees.  The  survey  data  show  that 
while  38  percent  of  the  plans  terminated  were  defined  benefit  plans,  only  28  percent  of  the  employees  affected 
by  plan  terminations  were  in  a  terminated  defined  benefit  plan.  These  data  support  older  data  showing  that, 
while  the  number  of  defined  benefit  plans  may  be  declining,  the  number  of  employees  covered  by  defined 
benefit  plans  remains  higher  than  the  number  covered  by  defined  contribution  plans. ^ 

The  data  show  frequent  changes  in  the  law  were  a  big  contributor  to  those  terminations.  Respondents  who 
had  terminated  a  plan  with  in  the  last  five  years  were  asked  why  they  terminated  the  plan.  Only  12  percent  said 
"changes  in  the  law'  required  the  termination.  But  the  most  frequently  given  single  reason  was  "too 
complicated  to  administer,*  give  by  24  percent  of  the  terminators. 

Difficulty  in  administering  a  plan  is  a  direct  reflection  of  the  problems  caused  by  frequent  changes  in  the  law 
and  regulations.  Plan  administration  can  never  become  routine  because  the  law  and  regulations  governing 
administration  change  almost  every  plan  year.  Changes  in  turn  always  require  new  training  for  plan 
administrators,  and  frequently  require  other  changes.  A  short  list  of  the  changes  in  adminisbntion  caused  by 
changes  in  the  law  or  regulations  might  include:  reprogramming  the  payroll  system,  reprogramming  the 
retirement  plan's  record  keeping  system,  changes  in  data  collection  from  employees,  changing  and  reprinting 
summary  plan  descriptions  and  other  employee  plan  information,  changes  in  plan  enrollment  forms,  changes 
in  plan  distribution  forms,  distiibuting  those  changed  items  to  employees,  amending  the  plan  document,  seeking 


'  See  John  A.  Turner  and  Daniel  J.  Beller,  eds..  Trends  in 
Pensions  1992  .  Department  of  Labor  Pension  and  Welfare  Benefit 
Administration  (Washington,  D.C.:  Government  Printing  Office), 
Table  Al  and  Table  A2 .  [Hereinafter  Trends  in  Pensions  1992.1 
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ns  apptavH  of  the  amended  plan  document,  re-filing  the  summary  plan  description  with  the  Department  of 
Labor  and  other  changes. 

The  real  irony  is  that  the  demise  of  an  employer-provided  plan  increases  the  pressure  from  constituents  on  the 
Social  Security  system  because  they  see  Social  Security  as  their  only  source  of  their  retirement  income  aside 
from  their  individual  savings. 

Reptocement  Ratios  of  Benefits 

One  method  of  weighing  the  generosity  and  sufficiency  of  retirement  benefits  is  to  examine  the  ratio  of  the 
retirement  benefits  available  to  a  career  employee  at  retirement  as  compared  to  that  employee's  final  pre- 
retirement income.  This  income  replacement  ratio  can  serve  as  a  guide  for  employers  in  determining  the  level 
of  benefits.  Only  12  percent  of  the  employen,  representing  37  percent  of  the  employees  covered  by  the 
survey,  had  a  specific  replacement  ratio  goal  in  designing  their  retirement  plans.  This  suggests  many 
employers  are  not  viewing  retirement  benefits  in  a  total  retirement  planning  context.  Employers  may  feel  the 
mobility  of  the  work  place  nakes  final  wage  rq>lacement  goals  irrelevant  for  a  single  employer.  Yet  wage 
replacement  goals  can  provide  an  important  b^inning  stq>  for  the  entire  retirement  plan  design  process.  By 
choosing  a  wage  rq>laoement  goal  first,  the  employer  can  then  examine  a  number  of  different  plan  designs  to 
find  the  retirement  plan  that  meets  that  goal  at  the  lowest  cost  to  the  employer. 

Employers  that  did  choose  a  goal  were  asked  whether  that  goal  included  or  excluded  Social  Security  benefits. 
Social  Security  alone  typically  replaces  a{q>roximately  20  percent  of  income  for  highly  paid  employees  and 
more  40  percent  of  income  for  low-paid  workers.  The  average  wage  replacement  goal  for  a  career  employee 
with  those  employers  that  did  not  include  Social  Security  in  the  ratio  was  34  percent  of  final  pre-retirement 
income;  for  those  plans  including  Social  Security  in  their  wage  rq>lacement  ratio  calculations,  the  average 
replacement  ratio  was  61  percent.  By  comparison  with  Department  of  Labor  Bureau  of  Labor  Statistics  data, 
the  replacement  ratios  for  career  employees  earning  a  median  income  in  1989  were  29  percent  based  on  private 
retirement  benefits  alone  and  59  percent  including  Social  Security  benefits.  By  1991,  those  ratios  had  increased 
to  31  percent  and  63  percent,  respectively,  according  to  the  Bioeau.' 

Given  the  Social  Security  wage  replacement,  those  employers  in  the  survey  who  included  Social  Security 
benefits  in  their  goal  woe  providing  proportionally  a  significantly  lower  benefit  from  their  plans  than  those 
that  did  not  include  Social  Security.  Indeed,  in  the  West,  employen  using  wage  rq>lacement  goals  without 
including  Social  Security  had  a  higher  goal  than  those  employers  that  included  Social  Security  benefits! 
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Gearly,  most  of  these  replacement  ratios  leave  a  consideiable  responsibility  for  even  the  career  employee  to 
supply  needed  retirement  income  from  his  or  her  own  savings.  This  need  for  income  from  personal  savings 
is  doubly  true  because  these  ratios  represent  the  benefit  at  the  employee's  retirement  date.  Over  the  years  of 
retirement,  inflation  is  likely  to  reduce  the  purchasing  power  of  the  retirement  benefit  significantly.  Employees 


>  "E)^>loye*  Benefits  in  Mediua  and  Large  Firm*,  1989," 
Department  of  Labor  Bull.  2363,  June  1990,  Table  85,  and  "Eeployee 
Benefits  in  Medium  and  Large  Private  Establishments,  1991," 
Department  of  Labor  Bull.  2422,  May,  1993,  Table  90. 
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must  become  aware  of  their  role  in  retirement  saving,  early  in  their  career,  when  they  can  still  do  something 
about  it. 

Shift  from  DeHned  Benent  Plans  to  Denned  Contribution  Plans? 

To  quantify  the  relative  importance  of  defined  benefit  plans  as  compared  with  defined  contribution  plans  in 
terms  of  retirement  income,  and  to  quantify  whether  employers  are  changing  attitudes  about  the  importance  of 
these  two  types  of  plans,  the  survey  posed  a  series  of  questions  about  the  source  of  the  benefits  composing  the 
replacement  ratios. 

Thirty-three  percent  of  the  respondents  with  an  income  replacement  ratio  goal  stated  there  had  been  no  change 
in  the  amount  of  benefits  supplied  by  each  plan.  Ten  percent  said  the  portions  of  the  replacement  ratio  came 
equally  from  defined  benefit  and  defined  contribution  plans.  Twenty-one  percent  of  the  respondents  with  an 
income  replacement  ratio  goal  stated  that  over  the  last  five  years  the  greater  portion  of  that  income  replacement 
ratio  shifted  from  being  supplied  by  a  defined  benefit  plan  to  being  supplied  by  a  defined  contribution  plan. 
These  respondents  r^resented  22  percent  of  the  employees  of  relevant  employers.  Five  percent  of  such 
respondents  stated  the  shift  had  been  from  a  defined  contribution  plan  supplying  more  of  the  income 
replacement  to  a  defined  benefit  plan  supplying  more;  however,  that  S  percent  of  employers  affected  14  percent 
of  the  employees  involved. 

Those  employers  with  a  replacement  ratio  goal  for  their  retirement  plans  were  asked  what  percentage  of  that 
goal  was  supplied  by  defined  contribution  plans.  Overall,  such  employers  reported  that  S7  percent  of  the 
replacement  ratio  for  a  career  employee  was  supplied  by  a  defined  contribution  plan.  The  larger  the  employer, 
the  smaller  the  percentage  of  wage  replacement  coming  from  defined  contribution  plans. 

On  balance  the  data  suggest  a  slight  shift  in  importance  from  defined  benefit  plans  to  defined  contribution  plans 
-  but  they  also  suggest  that  commentators  predicting  the  demise  of  the  defined  benefit  are  overstating  their 
case.  Some  pension  policy  experts  argue  that  as  the  age  wave  of  baby  boomers  nears  their  eariy  SOs,  an  age 
at  which  a  defined  benefit  plan  may  be  more  beneficial  tlian  a  defined  contribution  plan,  employers  will  feel 
intense  pressure  from  the  'boomers*  to  adopt  or  enhance  defined  benefit  plans.  This  intensity  may  be 
especially  sharp  if  the  boomers  fear  for  the  fiscal  soundness  of  Social  Security  or  recognize  that  they  have  not 
saved  enough  for  retirement  through  defined  contribution  plans  or  their  own  individual  savings. 

Employees'  Responsibiiity  for  Retirement  Savinf 

The  survey  also  sought  to  determine  the  employers'  attitudes  toward  the  employees'  level  of  responsibility  for 
their  own  retirement  security.  The  overwhelming  majority  of  employers  -  84  percent  ~  subscribe  to  the 
traditional  'three-leg  stool*  philosophy  for  retirement  security:  employer-provided  benefits,  Social  Security, 
and  personal  saving.  Certainly,  that  attitude  is  supported  by  the  data  cited  above  on  wage  replacement  ratios 
for  career  employees.  Those  data  indicate  that  even  employers  with  wage  replacement  goals  for  their 
retirement  plans  left  a  substantial  shortfall  in  iiKome  to  be  supplied  by  the  employees'  own  savings. 

Employer  Advice  on  Investing  for  Retirement  Savings 

As  another  gauge  of  employen'  philosophy  about  retirement  benefits,  we  asked  respondents  what  sort  of 
guidance,  if  any,  they  provided  employees  regarding  investing  and  saving  for  retirement.  Employees' 
investment  decisions  are  especially  important  in  defined  contribution  plans,  where  the  employee's  account 
growth  will  bear  the  risk  of  the  employee's  investment  skills  -  or  lack  thereof.  In  defined  benefit  plans  the 
employee  does  not  bear  the  investment  risk:  If  the  defined  benefit  plan's  investments  do  pooriy,  the  employer 
has  to  contribute  more  money  and  the  employee  feels  no  effects  of  poor  investments.  Yet  even  those  employen 
offering  defined  benefit  plans  told  us  overwhelmingly  that  they  believed  the  employee's  personal  saving  for 
retirement  is  important. 

Regardless  of  these  findings,  the  majority  of  employers  provide  investment  guidance  only  through  summary 
plan  descriptions  or  employee  newsletters.  The  majority  of  employees  are  *never*  offered  investment  seminars 
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by  employers.  However,  17  percent  of  employees  are  'often'  offered  investment  seminars  and  16  percent  are 
"sometimes*  offered  such  seminars.  On  balance,  the  data  indicate  a  significant  minority  of  employees  are 
receiving  some  retirement  investment  guidance  from  their  employers.  But  given  the  heavy  responsibility  placed 
on  employees  for  their  own  retirement  saving  and  investment,  more  employee  education  in  this  area  would  be 
beneficial. 

NEED  FOR  BABY  BOOMER  EDUCATION  ON  INDIVIDUAL  SAVINGS  AND  OPERATION  OF 
EMPLOYER  PLANS 

The  data  from  KPMG's  rttirement  benefit  survey  show  the  importance  of  defined  contribution  plans  in  the  mix 
of  retirement  benefits  the  employer  offers.  The  data  also  show  S3  percent  of  employees  invest  fixed  interest 
rate  contracts,  frequently  call  'guaranteed  income  contracts*  or  GICs,  19  percent  invest  in  U.S.  savings  bonds 
and  only  24  to  20  percent  invest  in  equities.  (See  Table  46  of  the  KPMG  survey.)  Under  this  investment 
pattern,  even  though  employers  may  be  spending  enough  money  on  their  original  contribution  in  the  retirement 
plan,  the  employees  may  not  be  investing  their  own  contributions  or  the  employer's  contributions  wisely  enough 
to  have  an  adequate  income  at  retirement.  Employees  simply  may  not  have  the  information  they  need  to 
understand  the  importance  of  the  relationship  between  risk  and  return  on  investment  and  how  to  minimize  risk 
while  maximizing  returning. 

Importance  of  Ctaoosinc  the  Right  Investments 

The  chart  below  shows  the  dramatic  difference  in  retirement  income  from  a  401(k)  contribution  of  $1000 
annually  for  30  years  under  different  investment  options,  bearing  rates  of  return  varying  from  4  percent  to  10 
percoit.  Investing  the  sum  in  equities  gives  the  retiree  about  $1S,000  annually  for  25  years  in  retirement. 
Investing  in  GICs  provides  about  $5,000  annually  for  retirement. 

COMPARISON  OF  RETIREMENT  SAVINGS  EARNED 
FROM  DIFFEIUS^  INVESTMENT  OPTIONS  *• 


INVESTMENT  CHOICES 

AND  ASSlAfED  RATES  OF  RETURN 
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cufjti^Ki  by  MiiIIm  Ft  mUj  Putcnott,  afl  iiubIs  raacrvco. 

Employees  are  most  likely  choosing  the  fixed  income  alternatives  because  they  believe  their  money  is  safest 
in  these  investments.  But  employees  may  not  understand  these  investments'  low  rate  of  return  requires  the 
employee  to  either  contribute  much  more  money  for  retirement  savings  or  face  a  much  lower  standard  of  living 
at  retirement. 


Early  Savings  Are  Critical 

Early  years  of  saving  are  the  most  valuable.  $1,000  invested  when  you  are  30  is  worth  $7686  when  you  retire 
at  65;  saved  when  you  are  50  it  is  worth  $2396  when  you  are  65.  Investing  $1000  per  year  from  age  25  to 
age  35  will  give  you  a  lump  sum  of  $75,693  at  age  65.  Investing  $1000  per  year  from  age  50  to  60  will  give 
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you  a  lump  sum  of  $17,63S  at  age  6S.  '  Early  lost  savings  cannot  be  easily  made  up. 

While  the  Congressional  Budget  Office's  report,  'Baby  Boomen  In  Retirement:  An  Early  Perspective,'  reaches 
optimistic  conclusions  about  the  potential  retirement  security,  the  report  data  tell  us  those  years  have  been  lost. 
Page  one  of  'Baby  Boomers  In  Retirement"  says,  "Even  though  the  older  boomers  have  completed  almost  half 
of  their  working  years,  they  have  not  completed  half  of  their  fmancial  preparations  for  retirement.  Significantly 
different  profiles  of  the  wealth  of  baby  boomers  are  apt  to  be  ^jparent  10  to  20  years  from  now  as  they  get 
much  closer  to  retirement  years  and  have  more  information  on  which  to  base  their  savings  decisions. '  On  page 
3  it  states,  'Sluggish  economic  growth  in  this  country  over  the  next  20  to  40  years  could  reduce  the  ability  of 
households  to  save  for  retirement,  both  privately  and  through  employment-based  pension  plans. '  As  we  all 
know  since  1989,  the  base  year  for  the  report,  the  kindest  thing  we  can  say  about  the  economy  is  that  it  has 
been  'sluggish.'  In  fact,  we  have  seen  a  severe  recession  begiiming  at  the  end  of  1989  that  has  ehminated 
thousands  of  jobs,  including  middle  management  that  many  predict  will  never  be  recreated. 

Benefits  Lost  by  a  Mobile  Workforce 

'Baby  Boomers  In  Retirement'  mentions,  but  does  not  address  in  detail,  the  benefits  lost  when  employees  move 
between  jobs.  These  benefit  losses  can  be  considerable  even  when  the  employee  does  not  'cash  out'  and 
consume  the  retirement  benefits  accrued  from  the  former  employer  when  he  or  she  moves  to  a  new  employer. 
Benefits  are  lost  for  a  number  of  reasons.  The  attached  appendix  from  The  Working  Woman's  Guide  to 
Retirement  Planning  uses  1992  dollars  and  benefit  projections  based  on  different  retirement  plan  variations  to 
illustrate  the  ways  benefits  can  be  lost  other  than  from  consumption.  The  examples  are  based  on  hypothetical 
employees;  Alice  now  age  60,  Susan  age  SO,  and  Bonnie  age  40.  While  I  wrote  these  scenarios  using  women 
as  examples,  as  more  and  more  men  are  victims  of  'right  sizing'  or  other  down  turns  or  find  it  economically 
advantageous  to  change  jobs,  the  scenarios  could  apply  to  any  employee  in  today's  workforce. 

First,  the  employee  may  lose  benefits  because  he  or  she  has  rmt  yet  vested  in  the  benefits  accrued.  While 
vesting  now  usually  occurs  in  five  years,  remember  that  many  of  the  baby  boomers  worked  for  two  decades 
before  five  year  vesting  was  a  requirement  and  they  have  already  lost  benefits.  Alice  lost  benefits  in  her  first 
four  jobs  due  to  lack  of  vesting  and  those  benefits  represented  more  than  one  half  of  her  ultimate  retirement 
income.  Susan  and  Bonnie  lost  benefits  in  this  fashion,  too.  Alice's  job  changes  and  three  years  out  of  the 
workforce  in  a  career  that  covers  43  years  result  in  her  receiving  a  retirement  of  ht  less  than  one  half  of  what 
she  would  have  received  had  she  not  changed  jobs  or  taken  three  years  off  over  that  43  year  career. 

Second,  benefits'  value  can  be  significantly  reduced  by  preretirement  inflation.  If  the  employee's  accrued 
benefit  is  fixed  when  he  or  she  leaves  the  employer,  that  benefit  will  be  severely  eroded  by  inflation  by  the  time 
the  employee  reaches  retirement  age.  For  example,  in  Susan's  case  she  has  earned  an  accrued  benefit  worth 
$369  when  she  leaves  a  job  at  age  38.  But  that  SS69  will  be  worth  far  less  in  real  dollar  terms  when  she 
retires.  The  same  thing  is  true  for  Bonnie,  the  40  year  old  boomer,  even  though  she  has  reaped  the  benefit 
of  five  year  vesting  and  earned  a  benefit  of  $1 ,679  when  she  left  an  employer  at  age  37.  Over  the  25  years 
before  she  retires,  the  benefit  will  be  considerably  eroded  by  inflation. 

Third,  retirement  benefit  growth  may  be  sacrificed  when  joining  a  new  employer  because  the  employer  may 
not  permit  the  employee  to  participate  in  the  plan  for  one  year  after  joining  the  firm.  This  is  especially  a 
problem  in  defined  contribution  plans  where  typically  no  contribution  is  made  for  that  year  and  that  lack  of 
contribution  and  the  earnings  it  could  have  generated  is  never  made  up.  In  defined  benefit  plans,  the  plan  may 
count  the  first  year  of  service  in  calculating  years  of  service  in  the  benefit  formula. 

If  employees  are  made  aware  of  these  potential  retirement  benefit  losses  inherent  in  the  job  shifts  and  time  out 
of  the  workforce  common  to  today's  economy,  they  can  plan  to  supplement  their  own  individual  savings  -  or 
at  a  minimum  adjust  expectations.  But  if  they  are  lulled  into  thinking  that  they  are  better  off  than  their  parents, 
they  will  not  have  a  chance  to  cope  with  these  hcti. 


AssuB«s  a  6%  rate  of  return. 
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Before  the  House  Subcommittee  on  Social  Security 


CONCLUSION 


Given  die  same  ttca  cited  by  tlie  Congressional  Budget  Office  in  'Baby  Boomers  In  Retirement,*  even  coupled 
with  the  relatively  positive  £u:ts  about  employer  benefits  in  ICPMG's  survey,  I  cannot  reach  the  same  rosy 
scenario  emphasized  by  CBO  for  the  reasons  cited.  But  another  troubling  reality  that  prevents  me  from  finding 
the  rosy  scenario  for  Inby  boomers  is  ^t  it  now  lakes  two  wage  earners  to  produce  a  slightly  better  standard 
of  living  than  one  wage  earner  did  in  our  parent's  generation  and  the  implication  this  fact  may  have  when  we 
retire.  'Baby  Boomers  ki  Retirement'  states  at  the  outset,  'the  unit  of  observation  used  throughout  this  study 
is  the  housetiold.*  '  That  means  most  of  the  numbers  reflect  the  income  of  two  wage  earners  for  the  baby 
boomer  generation  and  only  one  wage  earner  for  their  parents'  generation.  The  study  clearly  points  out  -  but 
appears  not  to  acknowledge  —  that  the  baby  boomers  who  are  prospering  are  married  and  those  who  are  lilcely 
to  enjoy  a  financially  secure  retirement  will  be  married  or  had  been  married.  As  a  non-economist,  I  am  not 
surprised  to  find  that  two  income  baby  boomer  funilies  have  a  slightly  higher  economic  standard  of  living  than 
one  wage  earner  households  of  their  parents.  What  is  pathetic  is  that  the  eanftigs  of  two  working  people  today 
result  in  such  a  slight  gain  over  the  earnings  of  one  worker  in  the  baby  boomer's  parents'  generation.  Aitd  I 
also  fear  women  may  not  bring  as  high  a  wage  replacement  from  their  retirement  benefits  as  their  spouses  will, 
thus  reducing  the  standard  af  living  in  retirement 


S«e  footnote  I,  page  2  of  the  CBO  report. 
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APPENDIX  Bl 
Penalon  Portability  Study  for  AUcc,  a  60-YcarOld  Nunc 
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eepyrigM  by  t»»i^»»  Mddy  NaMon;  at  rigMi  wwfiX. 
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TABLE  BAA 
Alice's  Annual  Income  Starting  at  Age  65* 

*In  1992  dollars,  5  years'  vesting  (10  years'  vesting  prior  to  1989). 

From  n«  WBftJng  Woman't  Ou/O*  to  Halimpitl  manning:  Saving  A  mvatUng  NOW  for  a  Sactra  Fvtura   Prcntica  HM   IK 
eepyrtgm  by  MMIha  Priddy  PatMon;  M  right*  fwiwd. 
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APPENDIX  B^ 

Pension  Poffability  Slndy  for  Sasjuv  a  SO-YearOld 
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STATEMENT  OF  CINDY  HOUNSELL,  DIRECTOR,  WOMEN'S 
PENSION  PROJECT,  PENSION  RIGHTS  CENTER 

Ms.  HouNSELL.  My  name  is  Cindy  Hounsell  and  I  work  at  the 
Pension  Rights  Center,  a  17-year-old  nonprofit  organization  which 
is  committed  to  protecting  and  promoting  the  pension  interests  of 
workers  and  retirees  and  we  thank  you  for  inviting  us  today. 

Mainly  I  will  be  focusing  on  the  problems  of  tne  more  than  50 
percent  of  the  work  force  that  do  not  have  private  pensions,  and 
I  would  like  to  talk  a  little  bit  about  the  trend  over  the  last  10 
years. 

The  CBO  study  masks  the  reality  that  in  fact  all  is  not  well  with 
todays  retirees  and  that  unless  current  policies  are  reversed,  their 
children  will  fare  even  worse  when  they  reach  retirement  age. 

The  income  and  savings  figures  cited  by  the  study  speak  for 
themselves.  In  1989  half  of  all  unmarried  households  age  65  to  74 
with  no  wage  earners  had  annual  incomes  of  less  than  $12,000.  To 
supplement  that,  the  retirees  had  savings  totaling  less  than  $9,000 
to  last  them  17  years,  the  17  years  they  are  expected  to  live  after 
reaching  ^e  65. 

The  CBO  study  projects  a  rosy  retirement  for  the  baby  boomers 
based  on  the  fact  that  their  wealth  is  greater  than  that  of  their 
parents  at  the  same  age.  But  a  missing  ingredient  in  the  study  is 
the  important  role  pensions  will  play  in  providing  income  security 
to  the  baby  boomers. 

There  is  tremendous  disparity  in  the  incomes  of  the  elderly.  A 
great  many  do  extremely  well,  but  a  great  many  more  are  in  des- 
perate straits.  This  is  because  retirees  without  pensions  have  to  try 
to  make  ends  meet  by  relying  entirely  on  their  Social  Security  and 
savings. 

But  that  is  very  difficult  since  most  retirees  have  very  little  in 
savings  and  Social  Security  pays  $1,000  a  year  less  than  the  mini- 
mum wage  to  the  average  retired  worker.  It  is  also  disturbing  to 
note  that  only  one-third  of  private  sector  retirees  over  age  55  re- 
ceived pensions  in  1989  and  that  their  median  pension  income  was 
less  than  $4,500. 

If  baby  boomers  are  to  do  even  this  well  in  retirement,  the  per- 
centage of  retirees  receiving  pensions  and  the  amounts  they  receive 
will  at  least  have  to  stay  constant.  The  CBO  study  predicts  that 
this  will  happen,  but  all  indications  are  to  the  contrary. 

Since  we  appear  to  be  in  the  midst  of  a  wholesale  retreat  from 
pensions,  unless  this  trend  is  reversed,  there  are  likely  to  be  both 
decreases  in  the  proportion  of  future  retirees  receiving  pensions 
and  in  the  amounts  they  receive. 

According  to  a  1989  Social  Security  Administration  study  on  pri- 
vate pension  coverage,  participation  in  private  retirement  plans 
has  declined  only  slightly  in  the  past  decade.  But  it  is  the  type  of 
pension  coverage  that  has  changed  dramatically. 

The  48  percent  participating  in  1979  were  almost  all  in  basic  em- 
ployer-paid plans.  By  1988,  that  percentage  had  dropped  to  39  per- 
cent with  the  remaining  participants  reporting  that  they  were  par- 
ticipating in  401(k)  plans.  What  has  happened  in  the  last  decade 
is  diat  employers  are  telling  employees  that  it  is  up  to  them  to 
save  for  themselves  through  their  401(k)s. 
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The  time  to  start  saving  for  retirement  is  with  your  first  pay- 
check, warns  one  benefits  expert.  A  1991  conference  report  de- 
scribes this  as  a  shift  fi^m  paternalistic  and  protective  policies  to 
employee  financial  self-management  and  self-reliance.  This  shift 
firom  employer  paternalism  has  meant  a  distinct  change  in  the 
roles  of  employers  and  employees.  The  burden  of  providing  fiiture 
financial  security  has  shifted. 

But  it  is  the  employees  who  can't  afford  to  take  advantage  of 
these  plans  that  concern  us  the  most,  the  rank  and  file  workers 
who  live  paycheck  to  paycheck.  The  burden  of  guilt  has  been  shift- 
ed to  them.  They  are  being  told  that  since  it  is  up  to  them  to  decide 
whether  or  not  to  contribute,  they  will  have  only  themselves  to 
blame  if  they  do  not  have  enough  to  live  on  in  retirement. 

But  the  statistics  also  show  that  the  likelihood  that  an  emplover 
will  offer  workers  the  opportunity  to  participate  in  a  401(k)  plan 
declines  with  income.  Only  11  percent  of  workers  earning  the  me- 
dian wage  or  less  in  1991  were  offered  the  opportunity  to  contrib- 
ute to  a  401(k)  plan. 

The  problem  is  that  these  workers,  moderate  and  low-income  in- 
dividuals unable  to  save  voluntarily  for  themselves,  are  the  very 
people  our  heavily  taxed,  subsidized  private  retirement  system  is 
meant  to  serve. 

I  will  conclude  here  and  I  would  like  to  mention  that  our  written 
statement  includes  a  number  of  policy  options  that  we  hope  the 
committee  will  consider. 

Chairman  Jacobs.  Thank  you,  Ms.  Hounsell. 

[The  prepared  statement  follows:] 
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STATEMENT  OF  THE  PENSION  RIGHTS  CENTER 

Hr.  Chairman,  Henbers  of  the  Subconmiittee,  I  am  Cindy 
Hounsell,  Director  of  the  Women's  Pension  Project  of  the  Pension 
Rights  Center.   The  Pension  Rights  Center  is  a  seventeen  year  old 
nonprofit  public  interest  group  committed  to  protecting  and 
promoting  the  pension  interest  of  workers  and  retirees.   We  thank 
you  for  inviting  us  to  testify  on  one  of  the  most  critical 
domestic  policy  issues  confronting  the  nation  today:  retirement 
income  security. 

ZMTRODaCTZOlI 

The  Congressional  Budget  Office's  new  study,  "Baby  Boomers 
in  Retirement:  An  Early  Perspective,"  finds  that,  "[fjor  the  most 
part  the  financial  health  of  retirees  today  is  good"  and  predicts 
that  their  baby  boomer  children  will  "have  higher  real  retirement 
incomes  than  older  people  today..."  That  is  certainly  good  news 
and,  if  true,  would  go  a  long  way  toward  reducing  unnecessary  and 
artificially  created  intergenerational  tensions. 

Unfortunately,  the  study  masks  the  reality  that,  in  fact, 
all  is  not  well  with  today's  retirees  and  that  unless  current 
policies  are  reversed,  their  children  will  fare  even  worse  when 
they  reach  retirement  age. 

The  income  and  savings  figures  cited  by  the  study  speak  for 
themselves.  In  1989,  half  of  all  unmarried  households  age  65-74 
with  no  wage  earners  had  annual  incomes  of  less  than  $11,700.   To 
supplement  that,  the  retirees  had  "nonhousing  wealth"  (savings) 
totalling  less  than  $8,700  —  to  last  them  the  17  years  they  are 
expected  to  live  after  age  65. 

The  CBO  study  projects  a  rosy  retirement  for  the  baby 
boomers  based  on  the  fact  that  their  wealth  is  greater  than  those 
of  their  parents  at  the  same  ages.   However,  the  study  also  notes 
that  "the  current  retirees  acquired  most  of  their  pension 
benefits"  later  in  their  careers"  and  the  data  used  "[d]oes  not 
show  the  value  of  the  illiquid  portion  of  pension  accounts."   In 
short,  a  missing  ingredient  in  the  study  is  the  important  role 
pensions  will  play  in  providing  income  security  to  the  baby 
boomers . 

The  President's  Commission  on  Pension  Policy  concluded  in 
1981  that  there  were  two  classes  of  citizens  in  retirement,  those 
with  pensions  who  could  make  ends  meet,  and  those  without  who 
could  not.   That  Is  even  more  true  of  today's  retirees.   There  is 
tremendous  disparity  in  the  incomes  of  the  elderly.   A  great  many 
do  extremely  well  but  a  great  many  more  are  in  desperate  straits. 

Retirees  without  pensions  have  to  try  to  make  do  entirely  on 
their  social  security  and  savings,   since  social  security  pays 
the  average  retired  worker  $1,000  a  year  less  than  the  minimum 
wage,  and,  as  the  CBO  study  shows,  most  retirees  have  very  little 
in  savings,  that's  very  hard  to  do. 

Disturbingly,  only  one-third  of  private  sector  retirees  over 
age  55  received  pensions  in  1989.  Their  median  pension  income 
was  only  $4,380.   (Their  pensions  replaced  22  percent  of  their 
preretirement  Income;  their  social  security  replaced  an 
additional  33  percent,  giving  them  a  total  of  57  percent  of  their 
earnings. ) 

If  the  baby  boomers  are  to  do  even  this  well  in  retirement, 
the  percentage  of  retirees  receiving  pensions,  and  the  amounts 
they  receive,  will  at  least  have  to  stay  constant.   The  CBO  study 
predicts  that  this  will  happen  (based  on  pension  equity  reforms 
and  the  increased  participation  of  women  in  the  labor  force) ,  but 
all  indications  are  to  the  contrary.   We  appear  to  be  in  the 
midst  of  a  wholesale  retreat  from  pensions.   Unless  this  trend  is 
reversed,  there  are  likely  to  be  both  decreases  in  the  proportion 
of  future  retirees  receiving  pensions,  and  in  the  amounts  they 
receive. 
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THE  TBBMD  AWAY  FBOM  PBMSZOM8 

Over  the  last  decade  we  have  seen  a  retreat  from  traditional 
pension  and  profit-sharing  plans  and  toward  "do-it-yourself"  tax 
sheltered  savings  plans,  )cnown  as  401  ()c)  plans.   Snail  conpanies 
are  substituting  401 (k)8  for  pension  and  profit-sharing  plans  and 
larger  companies  are  substituting  these  voluntary  savings 
arrangements  for  improvements  in  their  traditional  plans. 

According  to  a  1989  Social  Security  Administration  study  on 
private  pension  coverage,  overall  participation  in  private 
retirement  plans  has  declined  only  slightly  in  the  past  decade  — 
from  48  percent  of  the  full-time  private  work  force  in  1979  to  46 
percent  in  1988.   But  while  the  proportion  of  people  in  plans  has 
not  changed  significantly,  the  type  of  coverage  has  changed 
dramatically.  The  48  percent  participating  in  1979  were  almost 
all  in  "basic"  employer-paid  plans.   By  1988  the  percentage 
participating  in  those  "basic"  plans  had  dropped  to  39  percent, 
with  the  remaining  participants  reporting  that  they  were 
participating  in  401 (k)  plans. 

A  review  by  the  Employee  Benefits  Research  Institute  of  the 
same  Current  Population  Survey  data  shows  that  between  1979  and 
1988,  an  increased  percentage  of  workers  reported  that  their 
employers  sponsored  plans,  but  a  smaller  percentage  reported 
participating  in  plans.   The  decline  in  participation  is 
attributed  to  the  substitution  of  401 (k)  plans  for  traditional 
plans. 

Another  report  confirming  these  findings  is  a  1990  study  by 
Hay/Huggins  for  the  Pension  Benefit  Guaranty  Corporation  which 
suggests  that  the  shift  away  from  defined  benefit  plans  in  small 
companies  is  traceable  almost  entirely  to  a  preference  for 
401 (k)s.   The  study  notes  that  small  business  owners  like  these 
plans  because  they  can  limit  their  matching  contributions  to 
those  employees  who  are  financially  able  to  save  —  this  allows 
the  firm  to  pay  more  to  "the  self-selected  types  of  workers,  that 
it  may  wish  to  encourage  to  stay  with  the  firm  over  the  long 
run." 

A  1991  report  by  the  Conference  Board  documents  the  impact 
of  the  trend  to  401 (k)  plans  on  large  company  plans.   Although 
large  corporations  are  maintaining  company-provided  defined 
benefit  plans,  the  report  notes,  those  plans  are  being 
deemphasized.   Employers  are  putting  their  retirement  dollars 
into  401 (k)  matching  contributions  rather  than  iaproving  their 
traditional  pension  plans.   Employers  are  telling  employees  that 
it  is  up  to  them  to  save  for  themselves  through  their  401 (k)  if  . 
they  are  to  have  an  adequate  retirement  income.   "The  time  to 
start  saving  for  retirement  is  with  your  first  paycheck"  warns  a 
benefits  expert.  The  Conference  Board  describes  this  as  a  shift 
from  "paternalistic  and  protective  policies"  to  employee 
"financial  self -management"  and  "self-reliance."  It  also 
characterizes  the  increased  employee  reliance  as  "a  potential 
win-win  opportunity"  for  both  employers  and  employees,  with  the 
only  roadblock  being  the  fact  that  the  corporations  have  been 
unable  to  effectively  communicate  this  new  approach  to  employees. 
It  notes,  "Although  employee  self -management  has  emerged  as  a 
desirable  corporate  goal,  it  has  yet  to  be  widely  endorsed  by 
employees . " 


THZ  PSOBLBM  WITH  DO-IT-YOOSSBLT  PLAM8 

The  shift  from  employer  paternalism  to  employee  self- 
management  has  meant  a  distinct  change  in  the  roles  of  employers 
and  employees.  The  burden  of  providing  future  financial  security 
is  shifting  from  companies  to  their  workers. 
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For  efltployars,  this  developaent  has  meant  -that  they  can  cut 
costs.  According  to  a  recent  Barrens  article,  the  lure  of  a 
voluntary  savings  plan  is  a  "cheap  treat."  In  comparison  to  a 
traditional  pension  or  profit-sharing  plan,  the  company  is  easily 
off  the  hooK  —  all  an  employer  has  to  do  is  set  up  a  401 (k)  plan 
and  the  upper  middle  and  higher  income  employees  will  be 
delighted.   They  get  a  very  generous  tax  break  for  money  they 
would  have  saved  anyway.   At  the  same  time,  since  employees  are 
required  to  contribute  first  as  a  condition  for  receiving  any 
employer  matching  contribution,  the  company  only  haa   to 
contribute  for  those  workers  who  can  afford  to  save  for 
themselves  (if  the  company  contributes  at  all) . 

For  employees,  traditional  plans  are  often  perceived  as  an 
"invisible  benefit,"  so  cutbacks  in  employer  contributions 
frequently  go  unnoticed.  Also,  employees  like  the  access  they 
have  to  their  401 (k)  money  if  they  change  jobs,  as  well  as  the 
right  (in  many  plans)  to  withdraw  their  money  for  educational, 
housing  and  medical  purposes,  and  to  borrow  against  it. 

According  to  a  recent  John  Hancock  poll,  perceived 
availability  of  retirement  savings  is  critical  to  participation 
in  savings  plans.   More  than  a  quarter  of  plan  participants  would 
not  contribute  at  all  if  they  could  not  use  this  money  for 
purposes  other  than  retirement  and  half  of  the  poll's  respondents 
had  no  other  retirement  plan  —  these  respondents  also  had  an 
average  annual  income  of  $41,000. 

A  Buck  Consultants  survey  found  that  the  addition  of  a  loan 
provision  makes  a  401 (k)  plan  more  attractive  to  participants  who 
would  otherwise  be  reluctant  to  contribute.   These  employees  are 
not  putting  money  into  401 (k)s  for  retirement  purposes.   If  any 
savings  remain  at  the  end  of  their  work  lives,  it  is  likely  to  be 
as  much  the  result  of  good  fortune  as  of  frugality. 

But  it  is  the  employees  who  can't  afford  to  take  advantage 
of  these  plans  that  concern  us  most,  the  rank  and  file  workers 
who  live  from  pay  check  to  pay  check.   The  burden  of  guilt  is 
being  shifted  to  them.   They  are  being  told  that  since  it's  up  to 
them  to  decide  whether  or  not  to  contribute,  they  will  have  only 
themselves  to  blame  if  they  do  not  have  enough  to  live  on  in 
retirement.   The  problem  is  that  these  workers  are  the  very 
people  our  heavily  tax  subsidized  private  retirement  system  is 
meant  to  serve. 

Who  ia  offered  partioipatlon  in  401(k)  plans? 

Workers  who  cannot  afford  to  take  advantage  of  a  401 (k) 
plans  are  often  not  even  offered  these  plans.   Employers  tailor 
their  plans  to  carve  these  workers  out  of  the  "eligible"  group 
because  they  would  "upset"  their  nondiscrimination  testing.     As 
the  Wall  Street  Journal  recently  noted,  "plans  can  exclude  . . . 
lower-paid  employees,  as  long  as  70%  of  the  lower-paid  employees 
are  eligible  to  participate  in  the  plan."  Also,  union  members 
are  a  group  commonly  targeted  for  exclusion. 

The  statistics  show  that  the  likelihood  that  an  employer 
will  offer  workers  the  opportunity  to  participate  in  401 (k)  plan 
declines  with  income.   According  to  the  Census  Bureau's  Survey  of 
Income  and  Progr2un  Participation  the  median  income  for  all  U.S. 
workers  over  age  25  in  1991  was  $20,868.   Only  11%  of  workers 
earning  that  amount  or  less  in  1991  were  offered  the  opportunity 
to  contribute  to  a  401 (k)  plan.   This  contrasts  with  30%  of  those 
earning  above  the  median  income. 

Looking  just  at  those  workers  ^   the  median  income  level, 
17.8%  were  offered  the  chance  to  participate  in  a  401 (k)  plan  in 
1991. 
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Who  actually  participates  in  401 (k)  plans? 

The  1991  Bureau  of  the  Census's  SIPP  data  shows  that  the 
percentage  of  workers  earning  the  median  income  or  less  who  were 
participating  in  401 (k)s  was  6%;  the  percentage  participating  who 
were  earning  more  than  the  median  income  was  21%.   This 
percentage  appears  to  include  those  workers  whose  employers 
contributed  minimal  token  amounts  for  the  workers  in  order  to 
pass  the  nondiscrimination  tests.   (According  to  a  1992  National 
Bureau  of  Economic  Research  study,  the  General  Accounting  Office 
found  that  these  contributions  were  made  to  24%  of  all  401 (k) 
plans  in  1988.) 

How  Ducb  are  participants  contributing  to  401 (k)  plans? 

The  level  of  contributions  to  401 (k)s  varies  with  income  and 
age.   Pension  consultants  tell  us  that  higher  earners  contribute 
6%  of  pay  to  their  401 (k)  plans,  while  lower  earners  contribute 
2%  (which  includes  any  minimum  employer  contribution) .   They  also 
tell  us  that  older  workers  contribute  more  than  younger  workers. 
What  we  have  not  been  able  to  de\:ermine  from  conversations  with 
experts  or  the  data  is  whether  those  11%  of  median  income  workers 
who  were  participating  in  401 (k)s  were  putting  in  a  sufficient 
percentage  of  pay  at  early  enough  ages  to  provide  them  with  the 
income  they  will  need  to  supplement  their  social  security 
payments  at  retirement  age. 

CAM  THE  TREND  AWAY  FROM  PENSIONS  BE  REVERSED? 

Pension  industry  groups  contend  that  the  shift  to  savings 
plans  has  been  caused  by  the  complexity  of  pension  regulation. 
In  fact,  their  own  studies  do  not  support  this  claim.   Moreover, 
compliance  with  complicated  rules,  is  not  a  requirement  of 
setting  up  or  maintaining  a  pension  plan.   These  rules  only  come 
into  play  if  employers  want  to  exclude  substantial  portions  of 
their  workforce  from  their  plans,  weight  benefits  in  favor  of 
higher  paid  or  older  workers,  or  pay  benefits  as  lump  sums, 
rather  than  as  lifetime  monthly  pensions. 

Also,  employers  can  set  up  model  Simplified  employee  Pension 
Plans  that  only  require  them  to  fill  in  five  blank  spaces  on  a 
preprinted  form  which  does  not  have  to  be  filed  with  the 
government. 

There  are  initiatives  that  the  federal  government  could 
undertake  to  significantly  expand  pension  coverage.   For  example, 
the  Bureau  of  the  Public  Debt  could  offer  U.S.  Retirement  Plan 
Bonds  to  employers  and  alert  them  to  the  fact  that  they  and  their 
employees  will  need  pensions.   Congress  would  only  have  to 
reinstate  a  provision  in  the  Internal  Revenue  Code  permitting  the 
issuance  of  the  bonds  and  allow  employers  to  use  them  as  "Savings 
Bond  SEPs." 

Alternatively,  Congress  could  authorize  the  establishment  of 
private,  for-profit,  regionally  oriented  Small  Business 
Retirement  Funds.   These  could  be  federally  regulated,  insured 
and  chartered  financial  institutions  set  up  to  market  company- 
paid,  fair  pension  plans  to  small  businesses. 

At  the  same  time  we  hope  that  this  Subcommittee  will 
consider  curbing  the  growth  of  401 (k)s.   One  approach  would  be  to 
permit  401 (k)s  only  if  an  employer  also  has  an  adequate  pension 
or  profit-sharing  plan.   Another,  would  be  to  lock  in  all 
employer  contributions  to  401 (k)s  until  retirement  age  through  an 
substantially  increased  excise  tax.   A  third  measure  would  be  to 
allow  employees  to  contribute  to  401 (k)s  only  if  their  employers 
contributed  first  (a  reverse  matching  arrangement) .   Finally,  you 
may  want  to  consider  ending  the  deductibility  of  401 (k) 
contributions. 
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In  1985  trttcn  th«  Iteagan  KteinlBtratlon  proposed  •llainatlng 
the  tax  braalcs  for  401 (k)8,  the  Treasury  estlaated  that  it  would 
save  $11.6  billion  in  revenue  between  1986-1990.  We  have  been 
unable  to  determine  the  current  revenue  loss  for  401()c)8,  but 
given  the  extraordinary  growth  of  401 (k)8  in  the  past  eight 
years,  it  must  be  very  substantial. 

I  would  be  pleased  to  answer  any  questions  you  say  have. 
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STATEMENT  OF  PAUL  S.  BEWTTT,  VICE  PRESIDENT  FOR 
RESEARCH,  NATIONAL  TAXPAYERS  UNION  FOUNDATION 

Chairman  Jacobs.  Mr.  Hewitt. 

Mr.  Hewitt.  On  behalf  of  the  National  Taxpayers  Union  Founda- 
tion, thank  you  for  inviting  me  to  testify  on  the  Congpressional 
Budget  OflRce  report,  The  Baby  Boomers  m  Retirement:  an  Early 
Perspective." 

Our  blunt  assessment,  on  reviewing  this  report,  is  that  it  is  fig 
leaf  time  again  on  Capitol  Hill,  That  the  Ways  and  Means  Commit- 
tee is  examining  the  oaby  boomers  future  is  heartening,  but  that 
CBO  wore  blinders  and  produced  an  unjustifiably  optimistic  assess- 
ment is  dismaying.  Every  American  knows  that  the  babv  boom  is 
a  very  large  cohort  and  when  its  members  retire,  it  will  place  an 
enormous  strain  on  our  system's  old  age  benefits. 

A  new  survey  by  the  National  Taxpayers  Union  Foundation  con- 
firms that  the  public,  especially  the  baby  boomers,  are  very  con- 
cerned about  this  eventuality. 

Moreover,  we  found  that  Americans  of  all  age  and  income  gn*oups 
are  ready  to  support  old  age  reform,  benefit  reform.  As  America 
middle-ages,  pressure  for  reform  will  surely  grow. 

The  baby  boomers  are  certain  to  challenge  the  uncontrollable 
growth,  spending  and  deficits  which  now  loom  as  the  greatest 
threat  to  their  collective  future.  Their  concerns  are  not  impulsive 
or  temporary,  but  instead  reflect  the  tide  of  history  and  demog- 
raphy. 

We  find  it  curious,  therefore,  that  in  shaping  the  scope  of  the 
study  the  committee  precluded  CBO  from  looking  at  the  effects  of 
entitlements  on  the  budget.  CBO  assumed  that  no  large  changes 
in  tax  and  benefit  policy   would  occur  during  the  next  40  years. 

With  all  due  respect,  Mr.  Chairman,  this  is  like  trying  a  con- 
fessed ax  murderer  under  rules  of  evidence  that  only  permit  testi- 
mony from  his  mother.  The  inevitable  innocent  verdict  lacks  credi- 
bility. 

CBO  knows  that  Congress  would  have  to  enact  a  tax  increase 
equal  in  size  to  the  one  it  passed  earlier  this  summer  every  4  years 
for  the  next  half  century  just  to  keep  pace  with  the  projected 
gfrowth  in  the  entitlements  and  interest  on  the  debt. 

The  agency's  August  budget  update  projects  that  annual  Federal 
outlays  will  rise  by  more  than  $876  billion,  or  $8,700  per  house- 
hold, over  the  next  10  years  alone.  Fully  92  percent  of  this  growth 
is  accounted  for  by  entitlements  and  interest.  Social  Security,  Med- 
icare, Federal  pensions,  and  Medicaid  payments  to  the  elderly  ac- 
count for  60  percent. 

And  of  course  all  of  this  is  before  the  baby  boomers  retire.  Spend- 
ing projections  by  the  trustees  of  Medicare  and  Social  Security  indi- 
cate that  by  2030,  combined  costs  of  these  progp'ams  (OASDHSMI) 
could  equal  as  much  as  47  percent  of  payroll.  Even  the  most  likely 
case  envisions  that  the  costs  will  equal  36  percent  of  the  payroll, 
compared  to  about  14  percent  today. 

The  facts  simply  do  not  support  an  optimistic  assessment.  By 
basing  its  conclusions  on  incomplete  information,  CBO's  report  only 
erodes  further  the  public's  already  tenuous  faith  in  government. 

Indeed,  NTUF  found  strong  evidence  in  its  survey  of  retirement 
confidence  conducted  last  June  that  Americans  no  longer  believe 
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the  ofificial  line  on  the  soundness  of  the  retirement  system.  Con- 
fidence in  personal  retirement  preparedness  was  up  compared  to 
earlier  surveys,  yet  confidence  in  the  future  in  Social  Security  and 
Medicare,  and  in  the  Government's  pronouncements  concerning 
these  programs,  has  never  been  lower. 

In  our  survey,  only  4  percent  of  respondents  strongly  agreed  that 
Government  can  be  trusted  to  manage  Social  Security  and  Medi- 
care. Only  5  percent  strongly  agreed  that  the  cost  of  these  pro- 
grams is  under  control. 

On  the  other  hand,  69  percent  agreed  with  the  statement  that 
"in  the  near  future,  too  many  people  will  be  receiving  benefits  from 
these  programs." 

The  poll  found  that  entitlements  are  no  longer  the  sacred  cow 
politicians  believe  them  to  be.  Some  62  percent  of  respondents  pre- 
ferred cutting  benefits  to  new  tax  increases;  70  percent  preferred 
reducing  benefits  to  high-income  recipients.  Congress  should  listen 
to  the  public. 

Mr.  Chairman,  our  survey  suggests  the  outlines  of  a  retirement 
policy  reform  for  the  next  century.  You  can  affluence-test  the  Fed- 
eral entitlement  programs  and  save  a  lot  of  money.  The  public  will 
support  that.  You  can  use  some  of  the  savings  to  expand  and  sim- 
plify savings  incentives  in  the  Tax  Code.  The  public  strongly  sup- 
ports that.  And  you  can  use  the  rest  of  the  savings  to  take  pressure 
off  deficits.  Just  ask  Perot.  The  public  will  support  you. 

Both  the  CBO  study  and  the  NTUF  poll  portray  a  retirement 
system  in  transition.  We  are  nearing  the  end  of  a  benefits-based  re- 
tirement policy  in  which  public  spending  is  substituted  for  private 
thrift. 

By  necessity,  we  are  moving  toward  a  policy  based  on  personal 
savings.  Clearly  those  who  have  begfun  saving  for  retirement  are 
more  confident  in  their  retirement  prospects.  We  need  a  policy  that 
reinforces  such  confidence,  not  only  through  more  comprehensive, 
simpler  to  understand  tax  incentives  for  retirement  savings,  but 
also  through  reduced  subsidies  to  those  who  can  afford  to  save. 

Such  a  course  is  wise  from  the  standpoint  of  social  justice  and 
budget  management,  and  it  is  also  sound  economic  policy.  For  too 
long  America  has  had  the  lowest  savings  rate  in  the  industrial 
world.  The  effect  has  been  high  domestic  capital  costs  that  have 
undernourished  the  most  capital  intensive  ana  productive  sectors  of 
our  economy. 

We  have  seen  the  manufacturing  base  erode  and  the  weekly 
wage  decline.  It  is  time  to  turn  things  around.  As  the  baby  boomers 
enter  middle  age,  Mr.  Chairman,  it  is  time  for  Congress  to  craft 
new  retirement  policies  based  on  personal  initiative,  self-sufficiency 
and  capital  accumulation. 

Thank  you. 

Chairman  Jacobs.  Thank  you. 

[The  prepared  statement  follows:] 
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SUtcment  by  Pkul  S.  Hewitt 

Vice  President  for  Research 

National  Taxpayers  Union  Foundation 

Before  tiie  Ways  and  Means  Committee 

Sulxmnmittee  on  Social  Security 

on 

Retirement  Income  Security  for  tlie  Baby  Boom  Generation 

September  21.  1993 


Mr.  Chairman,  on  belialf  of  the  National  Taxpayers  Union  Foundation,  thank  you  for 
inviting  me  to  testify  on  tlie  baby  boom  generation's  retirement  proqwcts.   In  particular,  we 
welcome  the  0|^ttunity  to  comment  on  the  repoit  of  the  Congtessional  Budget  Office 
(CBO),  'Baby  Buomen  in  Retirement:  an  Early  Perspective.* 

Certainly,  it  is  heartening  that  the  Ways  and  Means  Committee,  which  oversees  the 
major  federal  old-age  benefit  programs,  is  examining  the  baby  boomers'  retirement 
prospects.   The  boomers  are  entering  middle-age.   In  the  process  they  will  increase  the 
middle  aged  share  of  the  electorate,  which  stood  at  historic  lows  during  the  mid-1980s,  to  all 
time  highs  during  die  elections  of  1998  to  2008.   In  addition,  because  the  baby  boom  is  a 
very  large  cohort,  when  its  members  retire,  they  will  place  enormous  strains  on  our  system 
of  old  age  benefits. 

A  new  survey  by  the  National  Taxpayers  Union  Foundation  shows  that  the  public- 
espedally  the  baby  boom  genention-is  very  concerned  about  this  eventuality.  Americans  of 
all  age  and  income  groups  are  ready  to  support  benefit  reform. 

As  America  middle-ages,  pressure  for  reflDrm  is  bound  to  grow.   Increasingly 
boomen  will  plan  for  old  age.  become  more  active  in  politics,  and  assume  the  management 
of  society's  institutions,  as  have  odier  generations  before  diem.  They  are  also  certain  to 
challenge  the  uncontrollable  growth  of  entitlemenu  and  deficiu,  which  now  looms  as  the 
largest  threat  to  their  collective  future.  Their  concerns  are  not  impulsive  or  temporary,  but 
die  irresistible  tide  of  history  and  demography.  Congress  ignores  diem  at  iu  peril. 

CBO  Study 

We  dterefore  find  it  curious  and  dismaying  diat,  in  shaping  the  scope  of  CBO's 
retirement  study,  the  Conunitlee  precluded  the  agency  from  conducting  die  very  kind  of 
critical  analyris  for  which  it  is  most  qualified.  The  report  excluded  from  consideration 
troubling  trends  in  wages,  defined  benefit  pension  coverage,  savings  rates  and  housing 
prices.  But.  most  egregiously.  CBO  assumed  tfiat  'no  large  changes  in  tax  and  benefit 
policy*  would  occur  during  die  next  40  years. 

Widi  all  due  respect,  Mr.  Chairman,  diis  is  like  trying  a  confessed  axe-murderer 
under  rales  of  evidence  diat  only  permit  testimony  from  his  modier.  The  inevitable  innocent 
verdict  lacks  credibility. 

CBO  knows  diat  Congress  would  have  to  enact  a  tax  increase  equal  in  size  to  die  one 
it  passed  earlier  this  summer  every  four  yean  for  die  next  half  century  just  to  keep  pace  widi 
die  prqiected  growtfi  in  entitlemenu  and  interest  on  die  debt.  The  agency's  August  budget 
update  prajects  diat  annual  federal  outlays  will  rise  by  more  dian  S876  billion-diat's  $8,700 
per  bousehoU-ovtr  die  next  10  yean  alone.   Fully  92  percent  of  diis  growdi  is  accounted 
for  by  entitlements  and  interest   Social  Security,  Medicare,  federal  pensions,  and  Medicaid 
payments  to  die  elderiy  account  for  60  percent 

And.  of  ooune.  all  of  diis  is  befine  die  baby  boomen  retire.  Spending  projections  by 
die  trustees  of  die  Medicare  (Parts  A  and  B),  and  Social  Security's  OASDI  trust  fimds. 
indicate  diat  by  2030.  die  combined  cost  of  diese  programs  could  equal  as  much  u  47 
percent  of  payroU.   Even  die  government's  'most  likely'  case  envisions  diat  costs  will  equal 
36  percent  of  payroll,  compared  to  about  14  percent  today. 
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Frankly,  Mr.  Chairman,  in  light  of  these  material  omissions,  we  are  thoroughly 
nonplussed  by  CBO's  'somewhat  optimistic  view*  of  the  baby  boom  generation's  retirement 
prospects.   While  some  of  the  data  in  this  study  doubtless  is  useful  to  those  interested  in 
reform,  the  facts  do  not  support  an  optimistic  assessment.   By  basing  soothing  conclusions  on 
incomplete  information,  CEO's  report  can  only  strain  further  the  public's  already  tenuous 
faith  in  government. 

hfrUF  Survey  of  Retirement  Confidence 

Indeed,  NTUF  found  strong  evidence  in  its  third  annual  Survey  of  Retirement 
Confidence,  conducted  in  }une  1993,  that  the  people  simply  don't  trust  their  government. 
Confidence  in  pergonal  retirement  preparedness  was  up,  compared  to  earlier  surveys.    Yet, 
confidence  in  the  fiiture  of  Social  Security  and  Medicare,  and  in  the  government's 
pronouncements  concerning  these  programs,  has  never  been  lower.   The  numbers  make  clear 
that  Americans  no  longer  believe  the  official  propaganda  line  on  the  soundness  of  the 
retirement  system. 

In  our  survey,  only  four  percent  of  respondents  strongly  agreed  that  government  can 
be  trusted  to  manage  Social  Security  and  Medicare  wisely.   Only  five  percent  strongly  agreed 
that  the  costs  of  these  programs  are  under  control.   Only  14  percent  strongly  agreed  that  the 
fiinding  for  Social  Security  and  Medicare  is  sufficient.   On  the  other  hand,  69  percent  agreed 
with  the  statement  that  'in  the  near  future,  too  many  people  will  be  receiving  benefits  from 
these  programs." 

The  poll  found  that  entitlements  are  no  longer  the  'sacred  cows'  politicians  believe 
them  to  be.   Sixty-two  percent  of  the  reqwndents  preferred  benefit  cuts  to  new  tax  increases. 
Fully  70  percent  favored  reducing  benefits  to  high  income  recipients,  a  seven  point  increase 
over  the  1992  results. 

What  this  means  is  that  the  American  people  may  be  a  lot  smarter  than  their  leaden 
think.  And  if  Congress  doesn't  listen  to  them,  it  will  be  a  tragic  mistake  for  all  concerned. 


Reform  Retirement  Policy 

Mr.  Chairman,  the  outlines  of  retirement  policy  reform  for  the  next  century  are  clear. 
You  can  afiluence-test  the  federal  entitlement  programs.   You  can  use  some  of  the  savings  to 
expand  and  simplify  retirement  savings  incentives  in  the  tax  code— which  80  percent  of  the 
public  supports.   And  you  can  use  the  rest  of  the  savings  to  take  pressure  off  deficits. 

Enormous  savings  are  possible  through  affluence-testing.  This  year,  the  government 
will  funnel  as  much  as  $150  billion  in  to  households  with  incomes  of  more  than  $50,000. 
Moreover,  unpublished  CBO  data  suggests  that,  as  a  group,  the  recipients  of  Social  Security 
and  Medicare  are  better  off  than  those  who  pay  the  taxes.  These  programs  would  merit 
reform  even  in  the  absence  of  severe  long-term  funding  problems. 

Both  the  CBO  study  and  the  NTUF  poll  portray  a  retirement  system  in  transition. 
We  are  nearing  the  end  of  a  benefits-based  retirement  policy,  in  which  public  q>ending  has 
substituted  for  private  thrift  We  are  moving  toward  a  policy  based  on  personal  savings. 

Cleariy,  those  who  have  b^un  saving  for  retirement  are  more  confident  in  their 
letiiement  prospects.   We  need  a  policy  that  reinforces  such  confidence,  not  only  through 
more  comprehensive,  simpler-to-understand  tax  incentives  for  retirement  saving,  but  also 
through  reduced  subsidies  to  those  who  can  afford  to  save. 

Such  a  course  is  wise  from  the  standpoint  of  social  justice  and  budget  management. 
And  it  is  also  sound  economic  policy.  For  too  long  America  has  had  the  lowest  savings  rate 
in  the  industrial  world.   The  effect  has  been  high  domestic  capital  costs  that  have 
undernourished  the  most  capital  intensive,  protective  sectors  of  our  economy.  In  the  process, 
we  have  seen  our  manufacturing  base  erode  and  the  weekly  wage  decline.   As  the  baby 
boomen  enter  middle  age,  Mr.  Chairman,  it  is  time  for  Congress  to  craft  new  retirement 
policies  based  on  personal  initiative,  self-sufficiency,  and  capital  accumulation. 
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In  conclusion,  while  the  National  Taxpayers  Union  Foundation  strongly  protests 
CBO's  blind,  unjustiried  optimism,  we  agree  that  if  reforms  are  made  soon,  it  is  possible  the 
baby  boomers  will  do  well  in  retirement.   It  remains,  however,  that  neither  the  boomers,  the 
economy,  or  the  Congress  are  likely  to  flourish  under  the  retirement  policy  we  have. 

Thank  you. 
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Chairman  Jacobs.  Mr.  Lackritz. 

STATEMENT  OF  MARC  E.  LACKRITZ,  PRESIDENT,  SECURITIES 
INDUSTRY  ASSOCIATION 

Mr.  Lackritz.  Thank  you,  Mr.  Chairman. 

Good  afternoon,  I  am  Marc  Lackritz,  the  president  of  Securities 
Industry  Association.  On  behalf  of  SIA  and  also  as  a  rapidly  aging 
baby  boomer,  I  appreciate  the  opportunity  to  testify  this  morning 
on  this  issue. 

I  wondered  in  my  oral  testimony,  Mr.  Chairman,  if  I  could,  just 
make  four  points  and  ask  permission  of  the  Chair  to  enter  my  writ- 
ten statement  in  the  record. 

Chairman  Jacobs.  All  the  statements  will  be  included  in  the 
record. 

Mr.  Lackritz.  Thank  you.  I  would  like  to  start  off  first  of  all  by 
making  some  observations  about  the  CBO  study.  It  seems  to  us 
that  the  critical  flaw  in  the  CBO  study  was  that  it  asked  the  wrong 
question.  It  didn't  ask  the  right  question  in  terms  of  trying  to  ana- 
hrze  whether  or  not  baby  boomers  would  be  adequately  prepared 
f^r  retirement. 

Instead  they  asked  the  question  whether  or  not  baby  boomers 
were  better  on  financially  than  their  parents'  generation  was,  and 
we  think  that  is  the  wrong  question.  It  is  kind  of  like  asking  a 
starving  man  if  he  weighs  more  than  his  parents  did.  It  is  little 
comfort  to  the  starving  man  that  he  weighs  more  than  his  parents. 

Similarly,  it  is  little  comfort  to  the  baby  boom  generation  that 
they  are  financially  better  off  than  their  parents'  generation,  par- 
ticularly if  you  look  at  the  context  in  which  the  question  was  asked. 

Presently  as  you  look  at  the  demography,  you  don't  see  a  baby 
boom  coming  up  to  be  a  working  age  population  to  support  a  retire- 
ment age  population  later  on.  Second,  in  1959  and  1962,  there  was 
little  question  about  the  viability  of  the  Social  Security  trust  fund 
and  the  ability  of  the  Social  Security  system  to  provide  adequate 
retirement  benefits  later  on. 

Both  of  those  situations  I  think  have  changed  dramatically.  So 
we  think  the  wrong  question  was  asked  in  that  study. 

The  second  point  I  wanted  to  make  was  to  emphasize  the  notion 
that  personal  savings  in  this  country  is  really  a  public  good.  It  ben- 
efits everybody.  As  personal  savings  accumulate,  the  benefits  re- 
dound not  only  to  the  individuals  that  accumulate  those  savings, 
but  they  also  redound  to  all  of  us.  Because  if  people  are  able  to 
take  care  of  themselves,  they  don't  become  a  burden  on  the  rest  of 
society,  or  the  Government,  or  any  other  system  in  society. 

Similarly,  the  savings  tJfiat  is  accumulated  by  personal  savings 
help  to  add  to  the  investment  pool  for  capital  formation  that  is  so 
important  and  so  necessary  for  long-term  economic  growth.  Given 
the  fact  that  personal  savings  is  such  an  important  public  good,  we 
think  it  is  important  that  the  Government  play  a  role  in  formulat- 
ing policy  to  increase  and  improve  the  level  of  personal  savings. 

My  third  point,  Mr.  Chairman,  is  that  the  personal  savings  rates 
in  this  country  are  abysmally  low  and  have  gotten  worse,  not  bet- 
ter, over  the  last  number  of  years.  In  fact,  the  personal  savings 
rate  is  in  essence  a  ticking  time  bomb  waiting  to  explode  on  the 
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economy  and  on  the  taxpayers  over  the  next  20  years  if  we  don't 
act  now  to  diffuse  it. 

Net  national  savings,  Mr.  Chairman,  have  declined  more  than 
400  percent  over  the  last  3  decades.  Now,  that  is  a  combination  of 
Grovemment  savings,  corporate  savings  and  individual  savingfs  that 
dechned  from  7.1  percent  in  the  late  1960s  to  1.8  percent  in  1990 
and  1991. 

Similarly,  personal  savings  have  dropped  dramatically,  dropping 
from  a  percentage  of  disposable  income  at  7.8  percent  in  the  late 
1970s  and  early  1980s  to  under  5  percent  since  1986.  That  level, 
as  you  know,  is  about  one-third  the  level  of  our  competitors  like 
Japan  and  Grermany  where  the  personal  savings  rates  are  so  sig- 
nificantly higher. 

And  finally,  I  would  only  point  to  the  statistic  that  the  median 
financial  assets  for  households  headed  by  someone  aged  45  to  54 
are  $2,300  in  this  country.  And  that  should  give  us  all  pause  in 
terms  of  how  well  prepared  that  generation  is  to  face  retirement 
coming  up. 

What  are  the  remedies  and  what  should  we  do  about  that?  There 
are  three  things  I  think  that  I  would  suggest  here  this  morning. 

One,  I  think  we  all  have  a  responsibinty  to  try  to  inculcate 
broadly  and  educate  society  te  the  benefits  of  savings.  I  think  we 
need  to  bring  forward  a  new  culture  of  savings.  It  used  to  be  the 
old  adage  and  wisdom  of  Benjamin  Franklin  that  a  penny  saved 
was  a  penny  earned. 

That  has  sort  of  been  reversed  in  recent  years.  Now  a  penny 
earned  is  to  be  spent,  not  to  be  saved.  I  think  all  us  have  a  respon- 
sibility to  emphasize  and  stress  the  importance  of  savings  and  sav- 
ing long  term  so  we  can  try  to  culturally  change  the  terms  of  the 
debate. 

There  are  also  some  policy  mechanisms  I  think  that  can  be  done 
as  well  that  fall  within  the  jurisdiction  of  this  committee.  First  of 
all,  I  think  it  is  important  and  critical  to  restore  the  full  deductibil- 
ity for  individual  retirement  accounts.  When  individual  retirement 
accounts  were  made  tax  deductible  back  in  the  early  1980s,  in  fact 
they  increased  $38  billion,  almost  one-third  of  overall  personal  sav- 
ingfs,  and  when  the  deductibility  was  removed  in  1986,  the  personal 
savings  rate  dropped  more  than  2V2  percent.  Since  then  it  has 
never  recovered  and,  in  fact,  the  number  of  individual  retirement 
accounts  opened  up  has  dropped  dramatically  as  well.  So  we  think 
it  is  terribly  important  to  restore  deductibility  of  IRAs. 

And,  finally,  the  last  point,  is  to  encourage  employers  to  provide 
private  pension  plans  and  encourage  workers  to  participate  in 
them.  With  the  advent  of  401(k)  plans,  the  problem  has  been  the 
incessant  tinkering,  with  constant  law  changes,  as  was  mentioned 
earlier.  The  18  law  changes  in  the  last  19  ^ears  have  caused  many 
employers  to  shift  from  dividend  contribution  plans  and,  in  fact,  to 
restrict  coverage  in  the  pension  area.  So  we  think  if  you  are  able 
to  stop  the  incessant  tinkering  with  the  private  pension  plans  and 
restore  deductibility  of  IRAs,  that  will  go  a  long  way  to  increasing 
retirement  income  to  the  baby  boomers. 

Thank  you. 

Chairman  Jacobs.  Thank  you,  sir. 

[The  prepared  statement  follows:! 
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Mr.  Chairman  and  members  of  the  subcommittee,  I  am  Marc  E.  Lackritz. 
President  of  the  Securities  Industry  Association  (SIA),  and  I  appreciate  the 
opportunity  to  present  SIA's  views  on  the  question,  'Can  the  Baby  Boomers 
Afford  to  Retire?'  Mr.  Chairman,  SIA  commends  you  tor  your  foresight  and 
leadership  in  conducting  these  hearings  on  an  issue  so  vital  to  the  future  of  all 
Americans  and  to  our  countr/s  economic  well-being. 

The  Securities  Industry  Association  represents  more  than  700  securities 
firms  headquartered  throughout  the  United  States  and  Canada.  Its  members 
include  securities  organizations  of  virtually  all  types  —  investment  banks, 
brokers,  dealers  and  mutual  fund  companies,  as  well  as  other  firms  functkming 
on  the  itoots  of  the  exchanges.  SIA  members  are  active  in  all  exchan^ 
mari(ets,  in  the  over  the  counter  maritet  and  in  all  phases  of  corporate  and  public 
finartce.  Collectively,  they  provide  investors  with  a  full  spectrum  of  securities  and 
investment  services  and  account  for  approximately  90%  of  tfie  securities 
business  tjeing  done  in  North  America. 

Introduction 

A  crisis  in  financing  retirement  looms  for  all  Americans  unless  major 
efforts  are  made  to  set  aside  significantly  more  funds  for  the  future.  Current 
trends  indicate  the  likelihood  that  in  the  next  century,  many  Americans  will  spend 
as  much  time  in  retirement  as  they  did  working,  and  must  therefore  save  more  in 
a  shorter  period  of  working  time  for  a  longer  period  of  retirement.  Moreover,  the 
amount  of  retirement  income  considered  adequate  is  increasing  because  of  early 
retirements,  longer  life  expectancies,  and  escalating  health  care  costs.  While 
the  need  for  increased  savings  is  growing,  provisions  for  those  needs  —  private 
pensions  and  public  programs  —  are  being  scaled  back.  Social  Security  and 
employer  pensions  are  likely  to  play  an  even  smaller  role  in  the  future  and 
personal  savings  are  abysmally  low. 

The  march  of  approximately  76  million  Baby  Boomers  toward  retirement 
creates  an  immediate  and  urgent  concern  about  the  extreme  dearth  of  national 
and  personal  saving  in  the  U.S.  Over  the  last  three  decades,  U.S.  net  national 
savings  rates  plummeted  almost  400%  and  personal  savings  as  a  percentage  of 
disposable  income  has  dropped  from  an  average  7.8%  in  the  1970s  to  under  5% 
since  1986.  Moreover,  Baby  Boomers  have  failed  so  far  to  save  as  anticipated 
during  their  peak  savings  years. 

IndivkJuals  of  all  ages  are  simply  not  financially  prepared  to  meet  the 
increasing  costs  of  living  longer.  Over  the  next  few  decades,  declining  growth  in 
the  working  age  population,  increasing  growth  in  the  retirement  population,  and 
spiraling  debt  service  costs  will  place  a  tremendous  financial  strain  on  the  U.S. 
economy  and  taxpayers.  In  order  to  alleviate  this  strain  we  need  to  do 
everything  we  can  to  revive  a  culture  of  savings  and  foster  a  renewed  sense  of 
personal  financial  responsibility. 

Americans  are  rightly  concerned  about  their  ability  to  meet  tomorrow's 
financial  needs  and  so  it  is  incumbent  on  all  of  us  —  politicians,  public  policy  and 
business  leaders,  educators,  financial  services  executives,  and  the  press  —  to 
educate  them  on  the  value  of  saving,  both  personally  and  for  the  economy. 
Public  policy  makers  should  also  create  savings  incentives  to  encourage 
individuals  to  put  resources  askje  and  become  less,  not  more,  dependent  on 
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government  to  fund  their  retirement  needs.  Encouraging  personal  savings  not 
only  helps  individuals  save  for  financially  secure  retirements,  it  also  adds  to  the 
investment  funds  for  capital  formation. 

Role  of  Savings  and  Investment  in  the  Economy 

Savings  and  investment  are  the  fuel  for  capital  formation,  economic 
growth,  and  job  creation.  Over  the  last  three  decades,  U.S.  net  national  saving 
has  fallen  from  an  average  7,1%  rate  in  the  1970s  to  3.8%  in  the  1980s  to  a 
dismal  1.8%  in  1990-91.  All  sectors  —  government,  individuals,  and 
businesses  —  contributed  less  to  national  savings  in  the  1 980s  than  they  did  in 
earlier  decades.  This  damaging  trend  has  led  to  concerns  about  prospects  for 
U.S.  economic  growth.  Continued  low  saving  can  constrain  investment  and  stall 
future  productivity  gains,  ultimately  resulting  in  a  reduced  standard  of  living. 
Indeed,  in  its  April  1993  study.  Assessing  the  Decline  in  the  National  Saving 
Rate,  the  Congressional  Budget  Office  (CBO)  concluded.  "The  national  savings 
rate  is  too  low  to  provide  more  than  negligible  growth  in  living  standards  for  the 
next  generation  of  Americans.' 

Low  national  saving  is  traceable  to  both  the  federal  deficit  and  a  drop  in 
personal  savings.  The  enactment  of  the  Omnibus  Budget  Reconciliation  Act  of 
1993  is  a  step  in  improving  national  savings  through  deficit  reduction  and  reining 
in  government  spending.  Beyond  deficit  reduction  however,  improving  the 
disastrously  low  personal  savings  rate  is  imperative  to  halt  the  slide  in  the  U.S. 
national  savings  rate. 

Without  the  national  savings  necessary  to  finance  domestic  spending  and 
investment,  the  U.S.  has  become  an  importer  of  foreign  capital.  The  U.S.  has,  in 
effect,  borrowed  the  savings  of  other  countries.  The  price  tag  for  this  borrowing 
could  eventually  be  the  transfer  of  U.S.  wealth  to  other  nations.  While  the  U.S. 
economy  benefits  from  such  borrowing,  reliance  on  foreign  capital  is  neither  a 
sustainable  nor  desirable  long-term  solution  to  a  low  national  savings  rate. 
Moreover,  the  global  competition  for  capital  has  become  fierce  in  recent  years  as 
emerging  markets  develop  and  closed  economies  open,  seeking  foreign  capital 
for  expansion. 

The  U.S.  personal  savings  rate  is  also  among  the  lowest  in  the 
industrialized  world.  The  international  competitors  of  the  U.S.  have  historically 
maintained  savings  rates  in  the  double-digit  ranges,  although  most  countries  also 
suffered  declining  rates  in  the  1980s.  According  to  1992  data  from  the 
Organization  for  Economic  Co-operation  and  Development,  Japanese  and 
German  households  saved  between  two-and-a  half  and  three  times  the  U.S. 
rate.  The  figures  for  gross  national  savings  are  disappointingly  similar.  Although 
direct  comparisons  are  hazardous  because  of  different  demographic  factors,  the 
savings  rates  of  five  major  countries  exceed  U.S.  savings  rates  by  a  minimum  of 
three  times. 

Low  personal  savings  rates  in  the  U.S.  combined  with  government  deficits 
will  damage  future  investment,  productivity  gains,  and  economic  growth.  Indeed, 
the  low  savings  of  the  1980s  in  relation  to  past  trends  cost  the  U.S.  economy 
about  15%  of  its  capital  stock,  thus  lowering  the  nation's  potential  output  by  5%. 

Costs  of  Retirement  and  Inadequacy  of  Funding  Sources 

America  is  an  aging  society.  Improvements  in  lifestyle  and  medical 
technology  have  led  to  longer  and  healthier  life  expectancies  (a  'senior  boom') 
while  the  birth  rate  has  declined  (a  'baby  bust').  Today,  at  age  65,  the  average 
life  expectancy  is  25%  more  than  it  was  in  the  1930s.  By  2025,  the  over-65 
population  will  double.  Such  a  dramatic  demographic  restructuring  of  the  U.S. 
population  has  tremendous  social,  cultural,  and  economic  implications.  The 
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working  age  population  will  be  shrinking  at  the  same  time  as  the  retirement  age 
population  is  growing. 

Most  troubling  is  the  large  gap  between  pre-retirees'  beliefs  about 
retirement  income  and  the  reality  of  who  will  pay  for  future  retirement  costs. 
Employees  regard  the  govemment  and  employers  as  their  major  sources  of 
retirement  income.  Only  11%  of  employees  believe  any  type  of  personal  savings 
will  be  their  most  important  source  of  retirement  income.  Thirty  percent  of 
employees  t>elieve  an  employer  pension  will  be  their  most  important  source  of 
retirement  income. 

The  reality  based  on  today's  retirees  —  savers  of  the  past  —  is  very 
different.  According  to  the  Treasury  Department,  Social  Security  is  the  largest 
single  source  of  retirement  income  for  the  majority  of  retirees.  Pensions, 
however,  account  for  only  14%  of  post-age  65  income.  Personal  savings  and 
other  sources  of  income  exceed  Social  Security  retirement  benefits.  To  prepare 
for  the  future  when  Social  Security  and  employer  pensions  will  likely  play  a 
smaller  role,  savings  must  be  increased. 

Personal  Savings 

There  appears  to  be  little  cushion  for  the  strain  on  national  income  that 
will  come  with  the  retirement  of  the  huge  Baby  Boomer  population.  The  widely 
anticipated  boost  to  the  nation's  sagging  savings  rate  as  the  Baby  Boomer 
generation  entered  its  peak  savings  years  has  failed  to  materialize.  Personal 
savings  as  a  percentage  of  disposable  income  has  averaged  under  5%  since 
1986,  in  contrast  to  7.5%  in  the  years  1980-86.  The  personal  savings  rate 
averaged  7.8%  in  the  1970s  and  6.7%  in  the  1960s.  Despite  the  Baby  Boomers 
concems  with  their  financial  preparedness  for  retirement,  it  does  not  appear  to 
have  increased  their  propensity  to  save. 

The  loss  of  the  personal  savings  ethic  remains  a  puzzle  despite  countless 
research  studies  and  analysis.  Perhaps,  since  homes  represent  the  single 
largest  asset  of  individuals,  the  rapid  appreciation  of  real  estate  values  and  the 
bull  market  of  most  of  the  1980s  and  90s  may  have  engendered  a  false  feeling 
of  financial  security.  Given  this  'wealth  effect',  individuals  may  have  placed  less 
emphasis  on  saving  for  the  future.  The  CBO  in  its  April  study  found  that  no 
single  factor  accounted  for  the  deterioration  of  the  personal  savings  rate  in  the 
1980s.  Instead,  it  concluded  that  several  factors  probably  contributed,  including 
an  increase  in  the  ratio  of  wealth  to  disposable  income,  expectations  about 
future  income  prospects,  and,  in  the  case  of  the  conventional  measure,  declines 
in  inflation.  In  other  words,  the  very  improvement  in  the  standard  of  living  that 
Americans  now  enjoy,  wrought  in  part  by  past  savings,  seems  to  be  diminishing 
the  propensity  to  continue  to  save. 

Whatever  the  reason  for  the  kiss  of  personal  savings  discipline,  it  appears 
unlikely  that  future  retirees  will  be  able  to  fund  25%  of  their  retirement  income 
from  personal  saving  as  the  S5-year  and  older  generation  does  today.  A  1989 
Survey  of  Income  and  Program  Participation  of  the  Commerce  Department 
found  that  families  headed  by  indivkluals  aged  45-54  have  median  financial 
assets  of  atraut  $2,300.  Even  excluding  those  families  with  income  less  than ' 
$30,000,  median  financial  assets  still  amount  to  only  about  $12,500.  Professors 
Venti  and  Wise  (1990)  calculated  that  the  median  family  aged  60-65  has  only 
$6,600  in  savings.  Such  paltry  savings  are  hardly  an  adequate  source  of  future 
security  or  income. 

Social  Security 

Social  Security,  the  current  largest  single  source  of  retirement  income  for 
the  majority  of  retirees,  has  a  sizable  long-range  deficit  and  may  well  be 
insolvent  by  2036,  according  to  the  Social  Security  Board  of  Trustees.  Under 
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intermediate  projections,  the  large  Social  Security  surpluses  erode  to  deficits  in 
2016,  just  after  the  Baby  Boomers  t}egin  retiring.  Even  if  insolvency  of  Social 
Security  can  be  avoided,  it  is  unlikely  to  be  an  adequate  supplement  to 
retirement  income.  Whereas  Social  Security  once  bestowed  huge  wealth 
transfers  on  retirees,  it  offers  today's  young  workers,  on  average,  a  real  retum  on 
taxes  of  no  more  than  about  1-2%.  In  contrast,  research  by  economist  Michael 
Boskin  found  an  expected  5.5%  real  retum  for  a  median  earner  retiring  at  65  in 
1980.' 

Pension  Savings 

The  third  main  source  of  retirement  income,  company  pension  plans, 
cover  less  than  half  of  all  Americans.  Moreover,  many  companies  have  cut  back 
employee  benefits  — including  pensions  —  in  the  wake  of  restructurings,  a  new 
emphasis  on  cost  consciousness,  and  burdensome  compliance  requirements.  In 
the  first  three  years  of  the  1980s,  more  than  14,000  employers  terminated  their 
defined  benefit  plans.  Between  1989  and  1991,  however,  the  number  of 
employers  who  chose  to  terminate  their  plans  skyrocketed  to  more  than  42,000. 

A  1992  survey  on  this  trend  found  that  while  other  forms  of  pension  plans 
may  have  t>een  available  to  provide  equally  generous  benefits,  employers  did  not 
appear  to  be  replacing  'traditional'  benefit  plans  with  other  arrangements  that 
provided  equal  retirement  income.^  Even  more  disturbrig,  the  survey  found  that 
'some  workers  —  (>erhaps  more  than  a  third  —  who  have  their  pensk>n  plans 
terminated  may  be  losing  all  opportunity  for  accumulation  of  retirement  benefits 
through  an  emptoyer-sponsored  plan  and  half  of  those,  who  do  not  lose  the 
opportunity  entirely,  will  receive  less  generous  tienefits.* 

It  appears  government  regulation  played  a  significant  role  in  many 
deciskxis  to  terminate  defined  benefit  plans.  As  a  result  of  new  limits  on 
retirement  benefit  levels  that  qualify  for  preferential  tax  treatment,  tightened 
iimitatkins  on  the  funding  of  retirement  plans,  and  additional  nondiscrimination 
rules,  plan  sponsors  faced  increasing,  changing,  and  costly  compliance 
requirements.  Many  businesses  were  no  k>nger  able  to  establish  and  maintain 
retirement  plans  for  their  emptoyees.' 

The  shift  in  responsibility  from  empkjyer  to  empkiyee  for  the  provision  of 
retirement  benefits  has  led  to  growth  in  defined  contra>utkxi  plans,  such  as 
Sectkxi  401  (k)  plans,  in  the  last  10  years.  Defined  contribution  plans  have 
increased  both  as  the  primary  pension  plan  for  covered  workers  and  as 
supplemental  plans.  In  1983,  7.1  million  emptoyees  participated  in  their  firm's 
401  (k)  plans:  by  1988,  the  number  of  partk:ipants  more  than  doubled  to  15.7 
million  employees.  But  the  number  of  individuals  who  were  eligible  to  partk;ipate 
totaled  27.5  millbn.  leaving  a  significant  1 1 .8  million  workers  who  chose  not  to 
partKipate.^ 

Many  indivkluals  who  tost  their  jobs  in  either  the  recesskxi  or  the 
corresponding  down-sizing  of  companies  have  suffered  more  than  the  toss  of 
income  —  they  also  lost  their  opportunity  to  accumulate  penston  benefits.  Many 
workers,  whom  companies  emptoy  either  part-time  or  temporarily  to  further 
contain  costs,  are  not  eligible  to  participate  in  retirement  plans  at  all.  The 
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combination  of  high  unemployment  and  low  job  creation  has  reduced  the 
reliability  of  pension  savings  as  an  important  component  of  retirement  savings  for 
many  Individuals. 

Tax  Incentives  for  Retirement  Savings 

The  case  for  restoring  tax  incentives  to  save  for  retirement  is  stronger 
today  than  ever  before.  The  amount  of  income  considered  necessary  to  retire 
continues  to  escalate,  at  the  same  time  that  the  three  main  sources  of  retirement 
income  appear  'under  funded".  The  trend  in  the  1 980s,  however,  was  to 
eliminate  targeted  saving  and  investment  tax  incentives  —  IRAs  for  most 
Individuals,  the  dividend  exclusion,  and  the  capital  gains  exclusion.  The  Tax 
Reform  Act  of  1986  eliminated  all  targeted  incentives  for  individual  equity 
investment.  All  savings  and  investment  income  —  interest,  dividends,  and 
capital  gains  (for  all  but  upper-income  taxpayers)  —  is  on  equal  tax  footing  with 
other  income  sources. 

It  is  imperative  to  act  now  to  broaden  savings  incentives  because  neither 
the  U.S.  economy  nor  the  taxpayers  will  be  able  to  withstand  a  future  onslaught 
on  ever-decreasing  government  resources.  The  Baby  Boomer  generation  has 
been  the  cultural  trend  setter  in  the  U.S.  over  the  last  several  decades  and  is  the 
most  important  political  block  of  the  future.  It  makes  sense  and  is  good  public 
policy  to  empower  Baby  Boomers  to  save  for  their  future  now  while  they  are  still 
earning  income  rather  than  waiting  until  they  retire  and  demand  scant 
govemment  resources  to  supplement  their  retirement  income. 

IRAs  and  401  (k)  Plans 

Individual  Retirement  Accounts  (IRAs),  an  example  of  a  targeted  tax 
Incentive  of  the  1 980s  that  worked,  proved  a  popular  savings  vehicle  until 
Congress  curtailed  the  tax  deductibility  of  IRA  investment  for  most  individuals  in 

1986.  After  that,  annual  contributions  dropped  62%  from  nearly  $38  billion  in 
1986  —  almost  one-third  of  aggregate  personal  savings  —  to  $14.1  billion  in 

1987.  Not  coincidentally,  the  personal  saving  rate  as  a  percentage  of  disposable 
income  has  averaged  under  5.0%  since  1986,  compared  to  7.5%  in  the  years 
1980-86  when  full  IRA  eligibility  existed. 

At  a  time  when  it  is  crucial  to  encourage  more  individuals  to  save, 
particularly  younger  workers,  only  58%  of  workers  age  21-64  were  eligible  for  full 
deductibility  of  IRAs  in  1991 .  Before  the  1986  tax  act,  95%  of  workers  were 
eligible. 

Clearly,  the  tax  deductibility  of  IRA  contributions  was  a  powerful  incentive 
which  generated  significant  savings.  Despite  arguments  to  the  contrary,  many 
studies  make  a  strong  case  that  IRAs  generated  new  savings.  A  1989  analysis 
found  no  indication  that  people  shifted  funds  out  of  other  forms  of  savings  to 
contribute  to  an  IRA.  Generally,  individuals  who  contributed  to  IRAs  saved  more, 
not  less,  in  other  forms.  They  neither  shifted  nor  reduced  other  savings  nor 
borrowed \o  contribute  to  their  IRAs.  Moreover,  an  often  unrecognized  benefit  of 
IRA-type  incentives  is  psychological.  Through  the  very  advertising  that  firms 
engage  in  to  attract  IRA  accounts,  individuals  may  focus  more  on  the  need  to 
save.5 

Another  significant  mechanism  for  tax-deferred  saving  is  401  (k)  plans. 
Given  their  explosive  growrth  during  the  past  decade  —  assets  now  exceed  $100 
billion  —  federal  policy  should  encourage  more  employers  to  offer  these  plans 
and  more  workers  to  participate  in  them.  Since  most  often  employee 
participation  is  voluntary,  it  is  important  to  ensure  that  employees  understand  the 


^  The  Budget  DetkHI  Problem:  1989.*  Lawrence  H.  SumnefS.  las  bIfilK.  March  6,  1989. 
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financial  consequences  of  not  participating  in  the  plan,  particularly  when  it 
represents  ttie  primary  retirement  pension  plan.  Simtlarty,  it  is  essential  that 
employees  understand  the  benefits  of  participation,  which  often  include  a  tax 
Incentive  from  the  government,  a  'matching'  payment  from  the  employer,  and  the 
ease  and  convenience  of  an  automatic  payroll  deduction. 

Government  regulation  should  ease  the  way  for  establishing  and 
maintaining  these  savings  vehicles,  rather  than  Imposing  costly  and  complex 
administrative  burdens.  Current  IRS  and  Department  of  Labor  regulations  are  so 
arcane  arKJ  complicated  that  they  are  incomprehensible  to  most  individuals. 
Moreover,  these  regulations  must  be  constantly  monitored  for  char>ges  requiring 
updating  of  plans.  The  professional  fees  sponsors  must  incur  in  connection  with 
this  process  and  the  penalties  triggered  by  inadvertent  non-compliance 
contribute  significantly  to  the  massive  tenmination  of  qualified  plans.  Policy 
makers  should  stop  ttie  incessant  tinkering  with  the  regulations  and  laws  that 
govern  defined  contribution  plans  to  foster  some  certainty  and  continuity  of 
administration  of  such  plans.  Congress  should  also  encourage  employers  to 
offer  some  sort  of  match  to  the  employee  contributkx),  since  participation  is 
much  higher  In  those  instances. 

Other  Savings  and  Investment  Incentives 

While  IRAs  and  other  retirement  plans  offer  appeal  as  a  savings  incentive 
directly  tied  to  future  retirement  and  medical  needs,  the  U.S.  economy  would 
benefit  greatly  from  other  tax  tficentives  for  investment    Many  of  these  other 
Incentives  are  directly  aimed  at  stimulating  capital  formation,  which  is  one  of  the 
ingredients  needed  to  put  the  U.S.  economy  back  on  track.  For  example, 
enactment  of  a  meaningful  capKal  gains  differential,  such  as  would  be  provided 
by  a  50%  exclusion  for  all  productive  assets  and  all  Investors,  would  Increase 
capital  formation  and  economic  growth.  Not  coincidentally,  some  of  our  major 
foreign  competitors  who  either  do  not  tax  capital  gains  at  all  or  who  apply  a 
significantly  tower  rate  than  the  U.S.,  also  have  double-digit  savings  rates  and  a 
lower  cost  of  capital. 

-'^Conclusion    ■■■■■■ -r. 

The  U.S.  cannot  afford  to  wait  to  encourage  savings.  The  facts  are 
indisputable  and  sobering  —  U.S.  personal  saving  rates  are  disastrously  low,  the 
high  ratio  of  retirees  to  employees  will  make  it  Impossible  to  fund  the  deficits  in 
government  trust  funds  solely  by  increasing  current  contributions,  employer- 
provided  pension  plans  are  tieing  scaled  back  or  terminated,  and  an  increased 
retirement  population  will  require  substantial  Income  to  maintain  a  decent 
standard  of  living  In  retirement.  We  cannot  avoid  the  reality  that  funding  the 
retirement  of  the  huge  Baby  Boomer  population  will  be  costly  —  the  only 
question  that  remains  Is  whether  we  choose  to  prepare  for  K  now  or  wait  until 
2020  to  confront  this  vexing  problem.  We  have  the  opportunity  now  to  make  the 
investments  necessary  today  for  a  better  life  tomorrow. 

Amerk^ans  need  all  the  encouragement  they  can  get  to  increase  their 
saving.  Our  national  leaders  in  the  publk:  and  private  sectors  should  help  foster 
a  culture  in  which  individuals  value  the  Importance  of  assuming  financial 
responsibility  for  themselves.  Clearly,  tax  incentives  can  and  have  stimulated 
Individual  saving  arKf  investment.  A  full  range  of  tax  options  —  already  tested 
and  proven  —  coukj  ensure  a  strong  and  healthy  future  for  the  U.S.  and  a 
decent  standard  of  living  for  all  Americans. 
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Chairman  Jacobs.  Mr.  Creibtree. 

STATEMENT  OF  RAY  CRABTREE,  SENIOR  VICE  PRESIDENT 
FOR  PENSIONS,  PRINCIPAL  FINANCIAL  GROUP,  ON  BEHALF 
OF  AMERICAN  COUNCIL  OF  LIFE  INSURANCE 

Mr.  Crabtree.  Grood  morning,  Mr.  Chairman,  I  am  Ray 
Crabtree,  senior  vice  president  for  pensions  for  the  Principal  Finan- 
cial Group,  and  I  am  here  today  representing  the  American  Council 
of  Life  Insurance.  We,  too,  will  submit  a  written  statement  as  a  fol- 
lowup  to  the  record. 

We  are  not  convinced  bv  the  CBO's  study  that,  in  fact,  there  is 
a  rosy  future.  We  think  there  are  instead  too  many  rosy  assump- 
tions that  have  led  them  to  that  conclusion.  Our  own  evidence 
leads  us  to  a  very  different  conclusion  than  theirs. 

For  employed  workers  today,  including  the  baby  boomers,  cash 
retirement  income  risk  is  being  or  already  has  been  shifted  to  the 
workers  from  their  employers.  As  we  move  from  defined  benefit 
plans,  the  predominant  form  of  a  pension  plan,  to  defined  contribu- 
tion plans,  this  risk  is  going  from  employers  to  the  employees. 

Our  evidence  says  that  within  the  defined  contribution  plans, 
primarily  401(k)  programs,  individuals  are  not  saving  enough  today 
to  accumulate  enoudi  assets  so  that  they  will  earn  an  income  re- 
placement ratio  in  tne  future  high  enough  to  sustain  their  quality 
of  life  in  retirement. 

Now,  we  must  admit  and  brag  that  for  those  individuals  with  a 
good  defined  benefit  plan  and  a  supplemental  defined  income  plan, 
the  outlook  is  good.  The  problem  is  there  are  not  enough  of  those 
today  as  we  shift  away  from  defined  benefit  plans. 

The  constant  congressional  tinkering  with  the  tax  code  is  one  of 
the  key  reasons  why  employers  are  moving  away  from  defined  ben- 
efit plans  and  puttin|^  individuals  at  risk. 

I  would  like  to  pomt  out  that  employer-sponsored,  tax-qualified 
retirement  plans  are  an  efficient  and  effective  mechanism  to  help 
individuals  save  for  retirement.  They  provide  individuals  with  an 
attractive  vehicle  for  saving  money  at  its  source,  the  payroll  deduc- 
tion, and  they  provide  someone  who  will  promote  this  idea,  the  em- 
ployer. 

Retirement  plans  are  desirable  for  employers.  They  help  individ- 
uals plan  for  retirement  and  for  a  desirable  transition  from  the 
work  force  to  retirement.  These  plans  do  benefit  all  eligible  work- 
ers. There  is  no  evidence  of  discrimination  by  wage.  There  are  too 
many  rules  in  place  today  that  control  plans  and  do  not  allow  dis- 
crimination, and,  in  fact,  those  rules  can  be  significantly  simplified 
and  still  promote  fairness  to  all  employees. 

The  private  sector  pension  plan  tax  expenditure  subject  that  is 
discussed  so  often  as  a  loss  to  the  Nation  is,  in  fact,  not  a  loss.  It 
is  a  tax  deferral.  There  is  a  very  large  amount  of  taxable  income 
building  up  in  the  private  sector  plans  today  that  must  and  will  be 
taxed  in  the  future. 

Immense  future  value  will  be  coming  to  the  Nation  after  the  turn 
of  the  century,  and  yet  short-term  tinkering  is  reducing  this  source 
of  future  income  to  our  country  and  reducing  cash  income  for  fu- 
ture retirees;  income  that  may  need  to  be  replaced  by  the  Grovem- 
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ment  without  having  the  tax  income  source,  a  doubly  defeating  ap- 
proach. 

Note,  I  was  talking  about  private  sector  pension  plans.  They  ac- 
count for  only  half  of  the  $56  billion  retirement  plan  tax  expendi- 
tures. Governmental  plans  covering  fewer  workers,  significantly 
fewer  workers,  account  for  the  other  naif  and  are  not  subject  to  the 
same  type  of  restrictions  that  we  are  concerned  about  toaay  in  pri- 
vate sector  benefit  plans. 

I  would  like  to  conclude  my  remarks  by  reading  fi-om  the  sum- 
mary of  the  statement  we  have  already  submitted  to  you:  "We  be- 
lieve that  imless  the  current  pension  and  savings  environment 
changes,  woikers  will  not  be  able  to  maintain  comfortable  stand- 
ards of  living  in  retirement.  We  support  all  efforts  to  encourage 
pension  plan  formation  by  reducing  excessive  regulation,  simplify- 
ing existing  rules,  and  retaining  existing  tax  incentives.  To  do  oth- 
erwise will  lead  the  Nation  to  a  deepening  spiral  of  less  coverage, 
less  savings  and  increased  demands  for  Federal  retirement  assist- 
ance." 

Thank  you,  sir. 

Chairman  Jacobs.  Thank  you,  Mr.  Crabtree. 

[The  prepared  statement  and  attachments  follow:] 
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STATEMENT  BY  THE  PRINCIPAL  FINANCIAL  GROUP 

TO 

SUBCOMMITTEE  ON  SOCIAL  SECURITY 

HOUSE  WAYS  AND  MEANS  COMMITTEE 

ON 

RETIREMENT  INCOME  SECURITY: 

CAN  THE  BABY  BOOM  GENERATION  AFFORD  TO  RETIRE? 

Septanber  21,  1993 


This  statement  is  submitted  on  behalf  of  The  Principal  Financial  Group,  a  family  of  insurance 
and  financial  services  with  assets  of  more  than  $38  billion.  Its  largest  member  company, 
Principal  Mutual  Life  Insurance  Company,  is  currently  the  sixth  largest  life  insurance  company 
in  the  nation  ranked  by  premium  income. 

The  Principal  Financial  Group  serves  703,000  individual  policy  holders,  more  than  74,000  group 
employer  clients,  25,700  pension  contractholders  and  62,600  mutual  fund  shareholders.  In  all, 
7.6  million  customers  (businesses,  individuals  and  their  dependents)  rely  on  the  companies  of 
The  Principal  Financial  Group  for  their  financial  services  needs. 

BABY  BOOMERS  WILL  HAVE  INADEQUATE  RETIREMENT  FUNDS 

The  Principal  commends  you  for  holding  this  hearing  today  on  whether  the  baby  boom 
generation  will  have  adequate  funds  for  retirement.  The  Principal  shares  your  concern.  We 
believe  that  unless  the  current  pension  environment  changes,  these  workers  will  not  be  able 
maintain  comfortable  standards  of  living  in  retirement.  Unlike  their  parents  and  grandparents, 
the  baby  boom  retirees  will  not  be  able  to  rely  solely  on  Social  Security.  Between  1990  and 
2025,  the  percentage  of  Americans  over  65  will  increase  by  49  percent,  from  one  in  eight  to 
nearly  one  in  five.  This  will  place  a  huge  strain  on  the  Social  Security  system.  Currently  3.8 
workers  pay  into  Social  Security  for  every  person  receiving  benefits.  In  2030,  only  2.1  workers 
will  pay  into  Social  Security  for  every  person  receiving  benefits.  In  order  to  maintain  an 
adequate  standard  of  living,  future  retirees  will  need  to  supplement  Social  Security  income 
through  these  additional  resources:  personal  savings  and  employer-sponsored  retirement  plans. 

Unfortunately,  the  baby  boomers'  current  personal  savings  rates  won't  provide  adequate  income 
for  retirement.  Future  retirees  have  unrealistic  expectations  about  their  retirement  needs. 
According  to  a  1992  study,  baby  boomers  think  they  will  need  only  60%  of  their  pre-retirement 
incomes  while  replacement  ratio  studies  indicate  that  they  will  n^d  80%'.  A  recent  study  by 
the  Employee  Benefit  Research  Institute  (EBRI)  shows  that  one-third  of  baby  boomers  haven't 
begun  to  save  for  retirement.  Those  who  have  begun  saving,  aren't  saving  nearly  enough.  A 
Merrill  Lynch  study  shows  that  baby  boomers  should,  at  a  minimum,  triple  their  current  savings 
rates  in  order  to  ensure  adequate  incomes  upon  retirement.  This  is  especially  true  since,  on 
average,  they  will  be  living  much  longer  than  their  parents  and  grandparents. 

EMPLOYER  SPONSORED  RETIREMENT  PLANS  ARE  NECESSARY 

Since  baby  boomers  aren't  saving  adequately,  they  must  look  to  the  only  other  major  means  of 
supplementing  their  Social  Security  benefits  —  through  employer-sponsored  retirement  plans. 
In  fact,  for  many  Americans,  employer-sponsored  plans  are  their  sole  sources  of  retirement 
savings.  These  plans  provide  a  source  of  retirement  income  for  tens  of  millions  of  Americans 
of  all  wage  levels.  Currently,  over  $3.5  trillion  are  held  by  U.S.  pension  plans.  Simply  put, 
pension  plans  are  one  of  the  few  ways  Americans  have  been  saving.  Studies  by  the  APPWP 
show  that,  without  pension  plans,  our  National  savings  rate  would  actually  have  been  negative 
during  the  1980's.^ 


'    1992  Phoenix  Mutual  Life  Fiscal  Fitness  Study 

^  Shoven,  John  B.,  Return  on  Investment:   Pensions  Are  How  America  Saves.  Association 
of  Private  Pension  and  Welfare  Plans,  September  1991,  p. 29. 
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Not  only  do  pension  plans  provide  an  important  source  of  tax  revenue  for  future  generations, 
they  also  provide  much-needed  investment  in  the  economy.  Funds  are  invested  to  provide  new 
jobs  which  in  turn  allows  the  economy  to  expand.  In  1990,  pension  plans  held  over  17X  of  the 
national  wealth  (i.e.,  the  value  of  all  assets  in  the  U.S.).'  In  addition,  with  over  S3. 3  triUion 
in  assets,  more  than  $7S0  billion  of  taxes  on  pension  benefits  will  be  paid  over  the  next  40  yean 
as  the  baby  boom  generation  retires.  Pension  {rians  will  provide  a  huge  tax  revenue  base  for  the 
next  generation  and  the  generations  to  come.  The  long  term  impact  of  this  revenue  base  is  most 
important  in  light  of  our  current  budget  deficit  problems. 

Unfortunately,  after  adjustments  for  inflation,  pension  contributions,  as  expressed  in  dollan,  are 
barely  equivalent  to  the  level  made  prior  to  the  Employee  Retirement  Income  Security  Act  of 
1974  (ERISA)  and  are  actually  down  by  at  least  one-thiix)  since  1980.*  And,  the  percentage  of 
employees  covered  in  qualified  plans  has  remained  stagnant  at  around  43%  for  the  past  decade. 
This  lack  of  growth  in  pension  coverage  not  only  has  failed  to  provide  retirement  savings  for 
millions  of  additional  Americans,  it  also  has  meant  that  there  arc  less  new  funds  available  to 
invest  in  the  economy. 

PLAN  COVERAGE  HAS  STAGNATED 

There  are  three  probable  explanations  as  to  why  both  coverage  under  and  contributions  to 
qualified  plans  has  stagnated.  The  first  is  the  shift  in  the  economy  away  from  manufacturing 
firms  to  service  firms.  Workers  employed  by  small  service  sector  businesses  are  much  less 
likely  to  be  covered  under  a  retirement  plan  tinn  are  employees  of  larger  manufacturing  firms. 
This  has  also  resulted  in  a  decrease  in  the  number  of  woricers  covered  under  defined  benefit 
pension  plans.  This  is  because  large  firms  are  much  more  likely  to  sponsor  defined  benefit  plans 
while  small  firms  are  much  more  likely  to  spoMot  defined  contribution  plans.  This  decreases 
future  retirement  income  since  defined  benefit  plans  generally  replace  larger  percentages  of  pre- 
retirement income  than  defined  contribution  plans. 

Another  explanation  for  the  stagnation  is  the  history  of  xepeawd  reductions  in  the  tax  incentives 
for  qualifinl  plans.  Since  ERISA's  enactment  in  1974,  the  benefits  received  from  these  piata 
have  been  significantly  reduced  by  limits  on  contributions  to  and  distributions  from  qualified 
plans.  The  most  recent  example  of  this  is  the  reduction  to  the  compensation  that  can  be  taken 
into  account  for  contribution  and  benefit  purposes.  A  limit  of  $200,000  was  first  introduced  in 
1989  and  was  indexed  each  year  for  inflation,  reaching  $233,840  in  1993.  Now,  for  plan  years 
beginning  in  1994,  this  limit  has  been  cut  back  even  fiirther  to  $130,0(X). 

A  third  and  related  problem  is  excessive  government  regulation  which  has  raised  expenses  and 
administrative  complexity.  Since  ERISA's  enactment  in  1974,  there  have  been  18  new  laws 
affecting  qualified  retirement  plans;  each  of  which  has  been  accompanied  by  long  and  complex 
IRS  and/or  DOL  regulations.  The  employers  most  affected  by  constant  regulatory  changes  and 
by  reductions  in  the  tax  incentives  are  small  employers.  The  administrative  costs,  along  with 
the  constantly  changing  pension  laws,  make  it  difficult  for  them  to  afford  to  sponsor  pension 
(dans.  For  instance,  a  1990  study  conducted  for  the  Pension  Benefit  Guaranty  Corporatioa, 
shows  that  plans  with  13  participants  are  neariy  30  times  as  costly  to  administer  when  compared 
to  a  plan  with  10,0(X)  participants.  This  is  not  to  say  that  the  costs  of  administering  a  large  plan 
have  decreased.  On  the  contrary,  plan  operating  costs  rose  over  118%  between  1978  and  1983, 
while  the  overall  Consumer  Price  Index  went  up  just  36%',  and  continue  to  increase  at  a  similar 
rate  today.  Eventually,  there  reaches  a  point  where  employers  decide  the  cosa  of  maintaining 
a  qualified  plan  outweigh  the  benefiu.  There  should  be  little  wonder  that  only  27%  of  fiill  time 
employees  in  firms  with  less  than  1(X)  employees  are  covered  by  pensions  compared  with  73% 
of  employees  in  larger  firm. 


'  Ibid,  p.26 

*  Ibid,  p.30. 

'  Andrews,  Emily  S.,  Pension  Policy  and  Small  Employers:   At  What  Price 
Coverage?.  Employee  Benefit  Research  Institute,  1989,  p.80. 
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PENSION  PLANS  BENEFIT  ALL  EMPLOYEE  GROUPS 

Consequently,  The  Principal  believes  that  more  can  and  should  be  done  to  encourage  employers 
to  sponsor  plans  for  their  employees.  One  way  to  do  this  is  to  maintain  the  tax  incentives  for 
qualified  plans.  Much  has  been  written  about  the  $51.2  billion  "tax  deferral"  afforded  by 
Congress  to  qualified  pension  and  profit  sharing  plans  in  the  1992  fiscal  year  (estimated  at  $56 
billion  for  fiscal  year  1993).  Critics  of  pension  plans  say  that  this  tax  deferral  is  not  in  the 
National  interest  and  could  be  better  used  to  reduce  the  Federal  deficit.  They  say  that  pension 
plans  primarily  benefit  highly  compensated  executives  of  the  employers  that  sponsor  the  plans 
and  thus  the  tax  incentives  are  not  warranted.  There  are  several  studies  that  prove  this 
assumption  wrong.  Rank  and  file  employees  are  indeed  benefitting  under  pension  plans  in  a 
percentage  comparable  to  that  of  corporate  executives.  For  instance,  a  1991  study  by  the 
Employee  Benefit  Research  Institute  showed  that  U.S.  workers  earning  less  than  $50,000  a  year 
made  up  92%  of  the  nation's  work  force  and  89%  of  the  participants  participating  in  pension 
plans.' 

Benefit  payments  are  comparable  also.  Benefit  payments  made  during  1989  and  1990  from  over 
3,500  plans  funded  by  group  annuity  contracts  issued  by  The  Principal  show  that  rank  and  file 
employees  received  comparable  retirement  benefits  from  plans  of  all  sizes.  (See  Attachment  1 .) 
The  average  ratio  of  annuity  payments  to  their  pre-retirement  compensation  was  19.6%  for  all 
participants.  The  average  annuity  ratio  for  those  participants  with  less  than  $10,000  pre- 
retirement compensation  was  23.9%.  And,  average  annuity  to  earnings  ratio  for  all  five  levels 
of  compensation  listed  in  the  attachment  ranged  a  moderate  plus  or  minus  4%  of  pay  from  the 
19.6%  average  of  pre-retirement  pay. 

Similarly,  a  1987  study  conducted  for  the  U.S.  Census  Bureau  showed  that  the  largest 
beneficiaries  of  the  tax  deferrals  afforded  to  pension  plans  were  workers  with  yearly  incomes 
between  $15,000  and  $50,(XX).  These  workers  paid  35.6%  of  all  federal  income  tax  collections 
but  actually  received  60.7%  of  accrued  pension  benefits.  And,  those  workers  with  yearly 
incomes  of  more  than  $50,000  paid  61%  of  the  federal  taxes  but  received  only  38.1%  of  the 
accrued  pension  benefits.^ 

Overseeing  all  this,  of  course,  are  the  existing  Internal  Revenue  Code  Section  401(a) 
qualification  rules.  These  rules  see  to  it  that  a  fair  cross  section  of  employees  are  covered  in 
today's  pension  plans.  Minimum  coverage  and  participation  rules  ensure  that  rank  and  file 
employees  participate  in  pension  plans  while  other  rules  such  as  the  nondiscrimination  rules. 
Section  415  limits  on  contributions  and  benefit  accruals,  and  Section  416  top  heavy  rules  provide 
that  rank  and  file  employees  will  receive  comparable  benefits  under  pension  plans. 

Also,  rank  and  file  employees  already  receive  a  relatively  higher  benefit  from  Social  Security 
when  compared  to  those  employees  who  earn  more  than  the  Social  Security  wage  base.  (See 
Attachment  2.)  When  combined  with  Social  Security,  then,  rank  and  file  plan  participants 
receive  a  disproportionately  greater  amount  of  retirement  income  from  their  employers  than  do 
highly  paid  participants. 

As  mentioned,  the  1992  fiscal  year's  tax  deferral  for  pension  plans  is  $51.2  billion.  This  figure 
includes  pension  plans  of  all  employers,  including  Federal,  state  and  local  governmental  plans 
but  does  not  include  military  plans.  Of  this  deferral,  52%  or  $27.1  billion,  is  directly 
attributable  to  plans  sponsored  by  non-governmental  employers.  The  actual  revenue  that  could 
be  recovered  through  a  change  in  our  tax  laws  is  really  about  half  of  the  estimates  made  by  those 
who  advocate  doing  away  with  the  tax  deduction  afforded  to  qualified  plans. 


'  Employee  Benefit  Research  Institute  (EBRI)  Issue  Brief  #134,  February  1993,  p.  17 

^  Goodfellow,  Gordon  P.  and  Sylvester  J.  Scheiber,  Fat  Cats.  Bureaucrats,  and  Common 
Workers:  Their  Piece  of  the  Pension  Tax  Preference  Pie.  The  Wyatt  Company,  May  5,  1993, 
p.  15 
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PENSION  TAX  EXPENDITURES  ARE  REALLY  TAX  DEFERRALS 

Estimates  for  the  1993  fucal  year  are  that  the  tax  deferral  for  governmental  plans  will  make  up 
over  50*  of  the  projected  $56  billion  deferral.  Any  attempt  to  include  the  entire  amount  of  tax 
deferrals  on  pension  plans  as  entirely  recoverable  by  the  Federal  government  is  misleading.  The 
Federal  government  cannot  recover  any  of  the  deferrals  on  state  and  local  governmental  plans 
until  benefits  are  paid.  And,  studies  show  that  many  governmental  jdans  are  currently 
underfunded  so  the  portion  of  the  tax  deferral  by  governmental  piaia  is  likely  to  grow  over  the 
next  decade  as  contributions  are  made  to  meet  their  funding  obligations. 

The  Principal  believes  that  'deferrals*  on  pension  plans  cannot,  and  should  not,  be  compared 
directly  to  tax  expenditures  such  as  those  available  on  home  mortgage  loans,  health  insurance 
premiums,  etc.  As  mentioned,  taxes  generally  are  deferred  under  pension  plans  and  not 
forgiven.  Under  all  pension  plans,  private  and  public,  taxes  will  be  paid  as  benefits  are 
received.  Unfortunately,  the  debates  over  the  tax  deferrals  of  pension  plans  have  focused  on  the 
current  loss  of  tax  revenue.  There  has  been  little  discussion  on  the  relative  merits  these  plans 
provide  to  society.  A  recent  study  by  the  U.S.  Department  of  Commerce  shows  that  benefits 
paid  by  pension  plans  during  1988  are  4.2  times  the  value  of  all  federal  taxes  'lost'  to  pension 
plans.  (See  Attachment  3.)  This  daU  suggesU  that  the  Federal  government's  investment  (via 
a  tax  deduction)  in  pension  plans  is  indeed  a  wise  one  that  benefits  American  workers. 

The  Principal  believes  this  $750  billion  of  future  tax  revenue  must  be  taken  into  account  when 
estimating  the  tax  deferral.  At  a  minimum,  it  puts  the  deferrals  in  a  different  light.  The 
Principal  suggests  that  a  better  method  of  estimating  tax  deferrals  exists.  This  method  would 
r^lace  the  taxes  on  current  retirement  payments  with  a  more  relevant  figure  —  an  amount  equal 
to  the  present  value  of  the  taxes  that  will  be  collected  from  current  year  contributions.  With  our 
aging  baby  boom  generation  approaching  retirement  and  the  possibility  of  increased  tax  rates, 
the  present  value  of  future  retiree  benefits  exceeds  the  benefits  currently  being  paid  to  today's 
retirees. 

In  addition,  the  current  method  of  estimating  tax  deferrals  that  lumps  all  estimated  pension 
earnings  together  and  considers  them  solely  as  a  tax  loss  ^s  to  take  into  consideration  the 
additional  (and  for  the  most  part,  taxable)  revenues  these  earnings  generate.  As  pension  plans 
pump  their  earnings  back  into  the  economy,  they  in  turn  generate  more  capital  that  is  used  to 
create  more  jobs  for  the  nation.  This  additional  economic  benefit  should  be  itKluded  in  the 
determination  of  pension  tax  deferrals. 

With  these  facts  in  mind.  The  Principal  believes  that  the  numerous  benefits,  over  the  short  term 
and  long  term,  provided  by  qualified  non-governmental  plans  more  than  offset  the  current  tax 
deferral.  The  private  pension  system  is  an  excellent  example  of  achieving  public  policy  and 
social  policy  goals  through  the  use  of  good  tax  policy.  Unfortunately,  the  many  recent  changes 
in  pension  laws  —  neariy  all  of  which  were  made  in  short-sighted  attempts  to  gain  additional  tax 
revenue  —  have  led  to  the  stagnation  in  pension  coverage. 

CONCLUSION  AND  SUMMARY 

Qualified  pension  plans  play  an  important  part  in  providing  adequate  retirement  benefits  to  the 
baby  boom  generation.  Pension  plans  provide  an  efficient  way  for  employers  and  their 
employees  to  save,  pay  retirement  oeneflts  to  tens  of  millions  of  Americans,  provide  important 
sources  of  capital  for  investment  in  our  economy  today,  and  equitably  ensure  that  rank  and  file 
American  workers  receive  the  same  tax  incentives  afforded  to  corporate  executives  are  but  a  few 
of  those  benefits.  Certainly,  the  reduction  or  total  curtailment  of  the  incentives  to  employers 
to  ^xxisor  a  plan  would  reduce  coverage  even  fiirther,  significantly  lessen  overall  capital 
investment,  and  further  increase  the  demand  for  additional  direa  governmental  old-age 
assistance. 

The  Principal  believes  that  unless  the  current  pension  and  savings  environment  changes,  these 
workers  will  not  be  able  to  maintain  comfortable  standards  of  living  in  retirement.  We  support 
all  efforts  to  encourage  pension  plan  formation  by  reducing  excessive  regulation,  simplifying 
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exuting  rules  and  retaining  existing  tax  incentives.  To  do  otherwise  will  only  lead  the  Nation 
to  a  deepening  spiral  of  less  coverage,  less  savings  and  an  increased  demand  for  Federal 
retirement  assistance. 

For  More  Information 

Questions  or  comments  may  be  directed  to  any  of  the  following  employees  of  The  Principal: 
Stuart  Brahs,  Vice  President  —  Federal  Government  Relations:   (202)  682-1280 
Ray  S.  Crabtree,  Senior  Vice  President  —  Pension  Operations:   (515)  247-5530 
Jack  Stewart,  Manager  —  Pension  Development  Service:   (515)  247-6389 
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Attachment  #1 


1989/1990  DEFINED  BENEFIT  PLANS 

Pfe-Retireineol  Earnings 

Retiree  Count 

Avenge 

Avenge  RepUcement  Ratio 

i      0-$10,000 

22« 

$1,575.01 

23.9* 

10,000-20,000 

976 

$2,419.49 

15.6% 

20,000-30,000 

690 

K771.53 

19.4X 

30,000-40,000 

336 

$7,358.47 

21.3% 

40.000-50,000 

192 

$8,833.04 

19.9% 

Over  50,000 

203 

$18,502.69 

21.5% 

ToUl  Retiree  Coual 

2645 

Avenge  Anouily 

$5,324.95 

Avenge  RcpUcemeol 
Ruio 

19.6  « 

Source:      1989  and  1990  payment  records  of  3,500  defined  benefit  plans  funded  by  group 
annuity  contracts  issued  by  The  Principal  Financial  Group 
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Social  Security  Replacement  Rates 

Single  Workers  at  Age  65 


1950  1955  1960  1965  1970  1975  1980  1985  1990 
Year 


High  Earner  Averega  Earner  Low  Earner 


Source:  JohnB  Shovco.  Detennininy  the  Future  of  Amcric*:  Ptmrions  and  N«Uoiul  Saving 
October  1991.  p  43 
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Attachment  fi 


Benefits  Paid  by  Selected  Employee  Benefits  Plans 

During  Calendar  Year  1988  and  Federal  Tax 
Deferrals  Attributed  to  Them  During  Fiscal  1989 


Tax  Deferrals 


Pension  and  Profit  Sharing  Plans 
Federal  Civilian  Retirement 
State  and  Local  Employee  Retirement 
Benefits  Paid  by  Private  Plans 


Benefits 

(billions  of  dollars) 

$28.6 
34.7 
137.2 


Total  Pension  and  Profit  Sharing 


$200.5 


$47.4 


Source:  Benefiu  data  came  from  Bureau  of  Economic  Analysis,  U.S. 
DqMutment  of  Commerce  Survey  of  Current  BusineM,  (Washington, 
D.C.,  July  1989),  Table  3.11,  page  62,  and  Table  6.13,  page  83. 
Sqnrate  estimates  of  the  tax  deferrals  for  federal,  state  and  local,  and 
private  pension  and  profit  sharing  plans  are  not  available. 


136 

Chairman  Jacobs.  The  subcommittee  is  grateful  to  the  panel, 
generally. 

And,  Ms.  Patterson,  I  said  I  agreed  with  your  assertion,  which 
Mr.  Crabtree  has  echoed,  about  changing  the  rules  as  the  game 
progresses. 

I  suppose  there  are  occasions  when  evils  are  discovered  and 
ought  to  be  met  through  the  legislative  process.  It  is  the  human  re- 
ality. But,  on  the  other  hand,  my  father  used  to  say — ^he  was  a  law- 
yer— every  time  the  Indiana  General  Assembly  met,  it  repealed  his 
education.  And  I  think  far  too  often  this  is  true,  on  account  of  an 
old  Jimmy  Durante  declaration:  "Everybody  wants  to  get  in  on  the 
act." 

We  see,  for  example,  sometimes  the  Congress  has  sensational 
hearings,  grants  immunities  to  apparent  felons.  They  walk  free. 
And  the  only  weak  excuse  that  the  Members  of  Congress  give  is  the 
public  has  a  right  to  know,  as  if  the  Constitution  did  not  require 
open  courts. 

So  help  us  solve  human  nature.  Help  us  solve  the  bleak  fact  that 
many  people,  as  one  witness  said,  do  live  from  paycheck  to  pay- 
check and  don't  have  two  copper  pennies  to  save  in  a  year's  time; 
maybe  they  even  borrow  against  next  year's  wages  for  current  ex- 
penses. 

The  Government  has  certainly  set  that  example.  Borrowing  of 
the  Government  certainly  exceeds  capital  investment  enormously. 
There  is  something  to  be  said,  I  suppose,  for  borrowing,  if  that  can 
generate  economic  activity  and  so  on,  but  there  was  a  time  when 
the  average  American  would  be  horrified,  at  least  the  average 
American  businessperson  would  be  horrified,  to  borrow  to  meet  cur- 
rent expenses. 

But  the  "big  rock  candy  mountain"  illusion,  the  credit  card  nar- 
cotic, have  done  not  well  for  our  society,  I  think.  Some  say  sweet 
are  the  uses  of  adversity.  It  is  character  building.  But  when  it  all 
comes  easy,  and  eat,  live  and  be  merry,  tomorrow  maybe  something 
will  happen  good,  it  is  not  the  delightful  way  to  live. 

I  think  all  the  testimony  today,  whether  it  is  from  the  Congres- 
sional Budget  Office  and  the  qualifications  for  their  report,  or  from 
those  who  are  more  directly  critical,  points  toward  that  conclusion. 
In  the  end,  democracies  have  a  terrible  problem  because  they  re- 
quire self-discipline  on  the  part  of  each  autonomous  individual, 
each  owner  of  the  corporation,  each  participant.  Dictatorships,  no 
problem. 

When  you  are  a  little  kid,  it  is  no  problem — ^your  mom  and  dad 
keep  you  away  from  the  poison  and  so  on.  And  when  you  grow 
older,  maybe  you  would  like  to  have  some  donuts  and  some  g[reasy 
food  at  10  o'clock  at  night  when  you  wake  up.  It  is  a  function  of 
self-control  not  to  do  that.  Maybe  you  would  not  like  to  do  your 
pushups  in  the  morning,  and  it  is  a  function  of  self-control  to  do 
them  anyway. 

Looking  ahead,  the  human  being,  to  project  and  to  reason  the 
greater  goal  and  so  on.  That  fundamentally  is  the  problem. 

I  don't  know  how  to  repeal  reality  or  to  repeal  human  nature. 
Both  are  of  the  same  cloth.  But  I  can  tell  you  a  quotation  from  a 
famous  nonexistent  philosopher  in  Indiana  named  Abe  Martin,  who 
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^^A\  "Intelligent  people  is  always  on  the  unpopular  side  of  anv 
public  issue.  "^ 

If  that  will  give  you  encouragement,  I  am  happy  to  have  remem- 
bered It,  and  we  thank  you  for  your  contribution  today 
Thank  you. 

[Whereupon,  at  12:50  p.m.,  the  hearing  was  accounted  ] 
[Submissions  for  the  record  follow:] 
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Ami-kican  Academy  of  Aci  uaiurs 


COMMITTEE  ON  WAYS  AND  MEANS 

SUBCOMMITTEE  ON  SOCIAL  SECURITY 

UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

HEARING  ON 

RETIREMENT  INCOME  SECURITY: 

CAN  THE  BABY  BOOM  GENERATION  AFFORD  TO  RETIRE? 

STATEMENT  BY 

THE  PENSION  COMMITTEE 

AMERICAN  ACADEMY  OF  ACTUARIES 

SEPTEMBER  21,  1993 

The  American  Academy  of  Actuaries  is  a  national  organization  formed  in  1965  to  bring  together 
into  a  single  entity  actuaries  of  all  specialties  within  the  United  States.  In  addition  to  setting 
qualification  standards  and  standards  for  actuarial  practice,  a  major  purpose  of  the  Academy 
is  to  act  as  the  public  information  voice  of  the  profession.  Academy  committees  regularly 
prepare  testimony  for  various  legislatures,  provide  information  to  congressional  and  legislative 
staff  and  policymakers,  comment  on  proposed  regulations,  and  work  closely  with  officials  on 
issues  related  to  insurance.  The  Academy's  25-member  Pension  Committee  is  comprised  of 
representatives  from  all  areas  of  pension  practice.  The  Committee  includes  actuaries  who  work 
with  small  as  well  as  large  plans,  defined  benefit  plans  and  all  types  of  defined  contribution 
plans,  union  and  nonunion  plans,  single-employer  and  multiemployer  plans,  and  public  as  well 
as  private  plans.  The  Academy  has  over  10,000  members,  all  of  whom  are  professional 
actuaries.  The  Pension  Committee  speaks  on  behalf  of  the  Academy  members  who  are  enrolled 
to  practice  under  the  Employee  Retirement  Income  Security  Act  of  1974  (ERISA). 


As  is  well  known.  Social  Security  replacement  rates  will  be  lower  under  current  law  and  it  may 
be  necessary  to  make  future  cutbacks  in  anticipation  of  the  retirement  of  the  baby  boom 
generation.  By  the  year  2010,  the  oldest  of  the  baby  boom  generation  will  have  reached 
retirement  age.  That  year  may  also  mark  the  beginning  of  a  generation  of  retirees  without 
traditional  pension  plans.  Many  of  the  baby  boomers  who  participate  in  defined  contribution 
plans  will  find  they  don't  have  enough  money  saved  to  provide  adequately  for  retirement.  With 
401(k)  plans,  ESOPs,  and  profit  sharing  plans,  employees  have  the  option  of  cashing  in  their  plan 
benefits  before  retirement,  and  some  employees  do  so  to  spend  for  current  consumption.  When 
these  workers  retire,  the  savings  they  need  will  no  longer  be  there.  Defined  benefit  plans,  on  the 
other  hand,  offer  a  stable  retirement  income.  While  such  plans  may  not  be  beneficial  for 
everyone,  they  do  augment  a  basic  level  of  income  security  for  many  retirees  and  their 
dependents,  and  the  benefits  are  there  at  the  time  they  are  intended  to  be  used  --  during 
retirement    Immediate  action  must  be  taken  to  restore  the  private  pension  system. 


1720  I  Street.  N\V   7ili  H<H)r 
Washmgton.  IX:  20006 
Tclcphiinc2fl2  22.?81% 
Hramilc202S72194S 
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AMERICAN  ACADEMY  OF  ACTUARIES 
RECOMMENDATIONS 

To  begin  to  shore  up  private  retirement  savings  for  future  generations,  the  Aniericun  Academy 
of  Actuaries  recommends  a  three-pan  plan: 

o  Simplify  existing  pension  rules  under  the  tax  code  and  ERISA.  The  Academy's  Pension 

Committee  is  conducting  an  analysis  of  those  areas  that  are  most  in  need  of 
simplification. 

o  Stabilize  attitudes  toward  the  Pension  Benefit  Guaranty  Corporation  (PBGC).   Congress 

and  the  Executive  branch  must  work  to  restore  confidence  among  defined  benefit  plan 
sponsors  that  the  PBGC  can  properly  fulfill  its  mission  of  guaranteeing  private  defined 
benefit  plans.  Continuing  speculation  about  PBGC  premium  increases  and  comparison 
of  the  PBGC  to  the  Federal  Deposit  Insurance  Corporation  only  serves  to  intensify  the 
pressure  on  employers  to  terminate  existing  defined  benefit  plans  and  avoid  sponsoring 
such  plans  in  the  future. 

o  Establish  a  presidential  commission  to  study  our  nation's  retirement  system. 

The  commission's  review  should  include: 

Issues  raised  by  the  Academy's  attached  survey  as  they  relate  to  the  need 
for  developing  reasonable  long-term  solutions  to  ensure  a  viable  private 
pension  system. 

A  reassessment  of  projected  future  replacement  rates  under  Social  Security, 
especially  as  those  rates  will  be  affected  by  two-wage  earner  versus  single 
earner  families. 

The  establishment  of  tax  and  economic  policies  that  will  impose  on  current 
workers  a  savings  rate  sufficient  to  support  their  future  retirement  income 
needs. 

Alternative  global  objectives  for  retirement  income  security,  one  set  of 
which  should  be  selected  as  a  baseline  to  measure  future  congressional  and 
executive  branch  actions  that  affect  retirement  savings. 

Address  the  social  needs  of  retirement  income  separate  from  the  funding 
needs.  The  primary  focus  of  the  commission  should  be  to  identify  the 
problems  and  make  recommendations  without  being  ham|>ered  by  fiscal 
constraints.  Implementation  and  funding  issues  should  be  addressed  after 
the  social  goals  have  been  established. 

Tlie  Pension  Committee  hopes  you  find  these  comments  helpful.  The  committee  would  welcome 
the  opportunity  to  be  of  assistance  as  you  continue  your  deliberations  on  the  complicated  and 
diverse  problems  confronting  all  Americans  who  seek  greater  retirement  security. 


\t 
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STATEMENT  OF  THE  AMERICAN  COUNCIL  OF  UFE  INSURANCE 

This  statement  Is  submitted  on  behalf  of  the  American  Council 
of  Life  Insurance  (the  "ACLI").   The  ACLI  is  the  major  trade 
association  of  the  life  insurance  business.   Its  634  member 
companies  have,  in  the  aggregate,  90%  of  the  assets  of  all  life 
Insurers  in  the  United  States  and  account  for  more  than  93%  of  the 
funds  related  to  all  pension  business  with  insurance  companies. 

The  ACLI  commends  you  on  holding  a  hearing  on  what  the 
insurance  industry  believes  to  be  one  of  the  most  critical  issues 
of  our  time  -  how  well  prepared  the  "baby  boom"  generation  is  for 
its  impending  retirement.   We  believe  this  issue  to  be  so 
significant  that  this  past  March  we  released  a  white  paper  on  the 
subject  entitled  The  Pension  Legacy.   The  thrust  of  The  Pension 
Legacy  is  that  the  baby  boom  generation  needs  to  be  saving  more 
for  retirement  and  that  employer-sponsored  retirement  plans  are  an 
effective  tool  for  meeting  the  nation's  retirement  needs. 

In  a  nutshell,  the  ACLI  believes  that,  unless  things  change 
significantly  over  the  next  decade,  the  baby  boom  generation  will 
not  have  adequate  funds  to  enjoy  a  comfortable,  secure 
retirement.   An  Employee  Benefit  Research  Institute  Public 
Attitudes  Survey  regarding  retirement  age  and  planning  released  in 
July  of  this  year  confirms  that  most  baby-boomers  do  not  realize 
how  long  they  will  spend  in  retirement.   Fully  one-third  of  people 
surveyed  who  had  not  yet  retired  have  not  even  begun  to  save  for 
retirement.   In  part,  this  lack  of  preparation  for  retirement  has 
been  due  to  the  mindset  of  the  baby  boom  generation  during  the 
1980s.   People  were  consumption-oriented,  and  the  United  States' 
personal  savings  rate  reached  an  all-time  low  of  4.9%.   But  beyond 
this  consumption  mentality,  there  existed  (and  still  exists)  a 
variety  of  other  forces  that  have  resulted  in  a  less-than-adequate 
level  of  personal  savings  in  general  and  retirement  savings  in 
particular.   These  forces  are  described  in  detail  later  in  this 
statement.   However,  we  wish  to  highlight  one  of  these  forces  now 
-  the  substantial  legislative  and  regulatory  burdens  placed  upon 
employer-sponsored  retirement  plans  over  the  past  20  years,  since 
the  enactment  of  ERISA.   The  continual  legislative  change  has  both 
hindered  the  growth  of  and  fostered  the  termination  of  many 
employer-sponsored  plans,  which  we  believe  to  be  the  back-bone  of 
the  retirement  system. 

America  Weeds  a  Vibrant  Pension  System 

The  graying  of  America,  and  the  burden  it  will  place  on 
future  generations,  is  perhaps  the  most  significant  trend  of  our 
time.   From  1990  to  2025,  the  percentage  of  Americans  over  65 
years  old  will  increase  by  49  percent,  from  one  in  eight  to  nearly 
one  in  five. 

This  trend  signals  potential  problems  for  the  Social  Security 
system.   For  every  3.8  workers  paying  into  Social  Security  today, 
there  is  one  person  receiving  benefits.   But  only  2.1  workers  will 
be  paying  into  Social  Security  for  every  person  receiving  benefits 
in  2030.   When  the  baby  boom  generation  retires.  Social  Security 
will  be  stretched  to  its  limits. 

This  trend  is  even  more  troubling  since  Social  Security  plays 
a  larger  role  in  the  lives  of  retirees  than  the  system's 
architects  ever  envisioned.   According  to  a  December  1991  study  by 
the  Advisory  Council  on  Social  Security,  62  percent  of  America's 
elderly  families  rely  on  Social  Security  for  at  least  half  their 
total  income,  and  38  percent  rely  on  the  program  for  at  least 
80  percent  of  their  total  income.   Social  Security  was  the  single 
largest  source  of  income  for  elderly  families,  accounting  for  41 
percent  of  total  income. 

Although  Social  Security  must  stay  a  strong  and  viable  system 
that  Americans  can  rely  upon,  it  should  not,  and  cannot,  be  the 
primary  source  of  retirement  income  for  most  Americans.   Private 
pensions  and  other  personal  savings  will  have  to  play  a  greater 
role  in  the  financial  plans  of  tomorrow's  retirees.   Therefore, 
the  remainder  of  our  statement  will  focus  on  the  role  of 
employer-sponsored  retirement  plans  in  the  nation's  retirement 
system  and  the  need  for  a  well-defined  retirement  income  policy 
that  supports  the  continuation  and  growth  of  such  plans. 

Growth  in  Pension  Plans  Has  Slowed  in  Recent  Years 

Until  recently,  the  growth  in  private  pension  plans  has  been 
remarkable.   According  to  the  Department  of  Labor: 
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o    Since  1950,  the  number  of  workers  covered  by  private 

pension  plans  (both  part-time  and  full-time)  increased 

from  9.8  million  to  41.8  million, 
o    During  the  same  period,  the  percentage  of  workers 

covered  by  pensions  increased  from  25  percent  to 

46  percent, 
o     From  1950  to  1989,  private  pension  plan  assets  grew  at 

six  times  the  rate  of  total  financial  assets  in  the  U.S. 

economy.   Private  pension  plans  now  hold  $3.1  trillion 

in  assets. 
Because  of  this  growth  in  the  private  pension  system,  tax 
qualified  pensions  have  provided  an  increasingly  important  source 
of  retirement  benefits.   From  1980  to  1990,  benefits  paid  by 
private  pension  plans  tripled  to  more  than  $140  billion  per  year, 
and  public  pension  benefits  doubled  to  $100  billion. 

In  recent  years,  however,  America's  private  pension  system 
has  shown  signs  of  stagnation.   The  share  of  the  full-time  work 
force  covered  by  employer-sponsored  plans  has  leveled  off  since 
the  1970s,  falling  slightly  in  recent  years.   This  trend  is 
especially  troubling  in  light  of  the  increased  pressure  that  the 
Social  Security  system  will  be  under  as  the  baby  boom  generation 
ages . 

There  are  three  factors  that  account  for  most  of  this 
stagnation.   The  first  is  the  continual  legislative  and  regulatory 
initiatives  that  have  significantly  raised  the  burden  (both  direct 
expenses  and  administrative  complexity)  of  establishing  and 
maintaining  qualified  pension  plans.   In  fact,  since  ERISA  was 
passed  in  1974,  eighteen  laws  have  been  passed  which  affect 
pension  plans  (including  the  recently  enacted  budget  bill).   For 
many  employers,  the  anticipation  and  uncertainty  regarding  the 
continual  changes  in  the  rules  has  caused  them  to  question  the 
benefits  of  maintaining  pension  plans.   The  complex  and 
ever-changing  regulatory  climate  has  had  its  greatest  impact  on 
defined  benefit  plans.   The  average  cost  to  employers  as  a 
percentage  of  payroll  to  maintain  a  defined  benefit  plan  in  1990 
was  3.26%  --  18%  more  than  the  cost  for  all  other  plans,  which  was 
only  2.75%. 

The  second  factor  contributing  to  stagnation  in  the  growth  of 
pension  plans  is  shifts  in  the  economy's  industrial  composition, 
which  have  led  to  the  reduction  of  the  work  force  at  many  large 
firms  and  the  establishment  of  more  small  service  firms.   People 
without  pension  coverage  differ  from  the  covered  work  force 
largely  in  one  respect  -  they  are  disproportionately  employed  in 
firms  with  fewer  than  100  employees.   Only  27  percent  of  full-time 
employees  in  firms  with  fewer  than  100  employees  are  covered  by 
pensions,  compared  with  73  percent  of  larger  firm  employees. 

The  third  factor  contributing  to  the  decline  in  pension  plan 
coverage  is  the  reduction  in  the  tax  incentives  associated  with 
qualified  plans.   Since  ERISA's  enactment,  limits  on  both 
contributions  to  and  distributions  from  all  types  of  retirement 
plans  have  significantly  reduced  the  benefits  received  from  these 
plans.   In  addition,  there  are  currently  penalties  for  putting  too 
much  or  too  little  into  a  plan,  taking  too  much  or  too  little  out 
of  a  plan,  and  receiving  benefits  from  a  plan  too  early  or  too 
late. 

Unfortunately,  the  constant  legislative  and  regulatory 
activity  affecting  retirement  plans  and  the  reduction  in  tax 
incentives  have  had  their  greatest  impact  on  small  employers,  who 
have  limited  ability  to  absorb  such  regulatory  "overhead." 
Ironically,  because  of  the  changing  nature  of  the  workplace,  this 
is  where  the  need  for  pension  plan  formation  is  the  greatest. 

Pension  Benefits  are  Distributed  Fairly 

Pension  benefits  have  been  criticized  as  primarily  benefiting 
highly  paid  workers.   But  pension  plans  provide  benefits 
throughout  all  income  classes,  especially  to  the  middle  class.   In 
fact,  the  tax  benefits  afforded  to  pension  savings  are  much  more 
fairly  distributed  than  other  tax  incentives.   This  is  largely 
because  there  are  significant  limitations  on  pension  accumulations 
and  distributions  for  upper-income  workers  and  legal  restrictions 
("nondiscrimination"  rules)  to  ensure  that  benefits  are  not  tilted 
unfairly  in  their  favor. 

o    A  1993  Employee  Benefit  Research  Institute  ("EBRI") 

study  found  that  taxpayers  with  income  between  $30,000 
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and  $50,000  pay  18  percent  of  taxes  and  receive 
28  percent  of  the  value  of  pension  tax  incentives, 
o    In  1991,  workers  earning  less  than  $50,000  accounted  for 
92  percent  of  all  workers  and  89  percent  of  «rarkers 
covered  by  pension  plans, 
o    In  1988,  the  majority  of  401 (k)  participants  earned  less 

than  $30,000. 
Social  Security  should  also  be  considered  in  any  evaluation 
of  the  effects  of  our  tax  system  on  the  distribution  of  retirement 
income.   The  Social  Security  system  not  only  transfers  wealth 
between  generations,  the  benefits  formula  has  been  designed  to 
achieve  an  intentional  redistribution  of  pay  within  each 
generation  of  retirees:   low-income  workers  receive  more  in 
benefits  than  they  pay  in  taxes,  while  high-income  workers  receive 
less. 

Taxing  Pensions  Will  Not  Solve  The  Deficit  Problem 

The  fiscal  1993  "tax  expenditure"  for  all  public  and  private 
pension  plans  is  estimated  to  be  $56.5  billion.   Not  surprisingly, 
some  advocates  of  deficit  reduction  view  pension  funds  as  a 
tempting  target.   However,  most  do  not  realize  that  less  than  half 
of  the  tax  expenditure  is  attributable  to  private-sector  pension 
plans.   Only  $8.2  billion  is  attributed  to  private-sector  defined 
benefit  plans  and  $19.3  billion  is  from  private-sector  defined 
contribution  plans.   Public-sector  plans  account  for  $29  billion 
of  the  tax  expenditure. 

Reducing  pension  tax  incentives  to  reduce  the  federal  deficit 
will  be  counterproductive.   The  deficit  is  a  problem,  in  part, 
because  it  decreases  national  savings,  of  which  pensions  are  a  key 
component . 

Encouraging  savings  is  essential  for  long-term  economic 
growth.   Savings,  including  pension  assets,  form  the  capital  pool 
that  finance  investment  in  infrastructure,  start-up  companies,  and 
the  modernization  of  existing  production  facilities.   The  $3.4 
trillion  in  private  pension  plans  represents  a  substantial  portion 
of  that  capital  pool. 

The  harm  caused  by  deficit  spending  is  compounded  by  a 
decline  in  personal  savings.   The  decline  in  personal  savings 
indicates  that  tomorrow's  retirees  are  ill-prepared  for  a 
self-sufficient  retirement.   Excluding  home  equity,  for  example, 
the  average  50-year-old  has  only  $2,300  in  personal  savings.   In 
1991,  the  U.S.  household  savings  rate  as  a  share  of  disposable 
income  was  4.9  percent,  the  lowest  among  the  seven  major 
industrialized  nations.   Great  Britain  was  second  lowest,  at 
9.8  percent.   Taxing  pensions  will  reduce  savings,  thus  making  our 
problems  worse,  not  better. 

There  are  many  reasons  for  the  low  personal  savings  rate,  but 
an  important  one  is  that  personal  savings  are  subject  to  income 
tax,  creating  a  strong  disincentive  to  save.   Particularly  in 
periods  of  significant  inflation  or  for  individuals  with  high 
marginal  tax  rates,  taxing  savings  reduces  (or  eliminates)  the 
incentive  to  save.   During  such  times,  individuals  may  actually 
have  incentives  to  consume  income  quickly  to  maximize  its 
purchasing  power. 

A  worthy  exception  to  the  taxation  of  savings  is  provided  by 
qualified  retirement  plans.   For  most  people,  the  only  place  it 
makes  sense  to  save  is  in  a  retirement  plan  and  much  of  personal 
savings  can  be  attributed  to  pension  savings.   Over  the  last  five 
years,  Americans  on  average  saved  4.4  percent  of  their  disposable 
income,  31  percent  of  which  is  attributable  to  private  pension 
contributions . 

Pensions  Plans  Increase  Personal  Savings 

Questions  have  been  raised  about  tax  incentives  for 
retirement  savings.   Do  they  actually  increase  overall  savings? 
Critics  of  pension  tax  incentives  argue  that  individuals  simply 
shift  existing  savings  to  a  tax-favored  vehicle  and  that  the  tax 
incentive  loses  revenue  without  encouraging  any  new  savings. 

Most  economic  studies  of  savings  patterns  show  that  pensions 
represent  new  savings;  they  provide  convincing  evidence  that  the 
favorable  tax  treatment  for  pensions  does  increase  national 
savings.   It  is  clear  from  studies  of  family  behavior  that 
different  forms  of  savings  are  not  lumped  together  and  treated  as 
if  they  are  interchangeable.   Money  set  aside  in  pension  plans 
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does  not  reduce  the  amount  of  money  deposited  in  a  bank  account  or 
the  amount  of  equity  in  the  family  home.   Even  when  people  borrow 
to  fund  an  IRA  account,  for  example,  they  pay  off  the  loan  and  the 
IRA  savings  remain  as  a  net  addition  to  national  savings. 

For  many  non-highly  paid  employees,  employer-sponsored 
pensions  provide  an  opportunity  to  save  that  would  not  otherwise 
be  available  to  them.   For  many,  employer-sponsored  retirement 
plans  will  be  their  only  additional  source  of  retirement  income 
beyond  Social  Security. 

Encouraging  savings  is  essential  for  the  nation's  economic 
health  and  long-term  financial  security.   With  our  high  deficits 
and  low  private  savings  rates,  much  of  the  current  investment  in 
America  is  financed  by  foreign  savings.   When  our  baby  boomers 
retire,  the  returns  on  these  investments  will  be  transferred 
abroad  to  support  the  aging  populations  of  other  nations,  not  to 
our  own  retirees.   Pensions  provide  one  of  the  few  sources  of  new 
domestic  savings  and  investment,  the  returns  on  which  will  be  used 
to  support  our  own  aging  population. 

The  Need  for  a  Comprehensive  Policy 

The  ACLI  encourages  adoption  of  a  comprehensive  and 
consistent  national  retirement  income  policy  that  explicitly 
recognizes  the  essential  components  ot  retirement  income  security 
(e.g.,  government  provided  benefits  such  as  Social  Security, 
employer-provided  benefits  such  as  retirement  Income  plans  and 
retiree  health  benefits  and  personal  savings,  such  as  a  home, 
savings  accounts  and  life  insurance  benefits). 

We  hope  that  Congress  will  recognize  that  tax  incentives  have 
been  and  will  continue  to  be  the  cornerstone  of  a  viable  private 
retirement  system  and  that  restricting  those  incentives  in  the 
name  of  deficit  reduction  and  adding  layers  of  administrative  and 
compliance  procedures  will  impede  its  health. 

A  piecemeal,  revenue-driven  approach  is  wholly  inappropriate 
for  dealing  with  retirement  income  issues.   Employers  need  stable 
and  consistent  policy.   When  employers  implement  employee  benefit 
plans  they  make  a  long-term  commitment  to  benefit  continuation. 
For  the  private  employee  benefit  system  to  prosper,  government 
must  follow  a  consistent  and  coherent  long-term  approach  and  not 
continually  shift  policies. 

A  national  retirement  Income  policy  would  ensure  this 
stability.   In  this  regard,  we  endorse  past  Congressional 
legislative  attempts  to  create  a  national  retirement  income 
Commission  to  study  these  issues  and  develop  a  coherent  long-term 
policy. 

The  two  primary  goals  of  such  a  policy  should  be  to: 
(1)  increase  private  pension  coverage  of  all  full-time  workers  to 
the  maximum  extent  possible;  and  (2)  provide  an  environment  that 
will  encourage  sufficient  replacement  of  pre-retirement  income  to 
ensure  workers  an  adequate  living  standard  after  retirement. 
Achieving  these  two  interrelated  goals  will  require: 

o    Ensuring  the  fiscal  soundness  of  the  Social  Security 
system 

o    Strengthening  the  private  pension  system 

o    Encouraging  and  expanding  individual  savings  in  general 
and  retirement  savings  in  particular. 

Any  legislative  or  regulatory  initiative  affecting  the 
retirement  system  must  be  examined  with  these  goals  in  mind.   To 
judge  the  appropriateness  of  any  particular  initiative,  several 
key  questions  must  be  answered: 

o    Does  the  initiative  encourage  retirement  savings,  either 
on  an  individual  level  or  through  an  employer-sponsored 
arrangement? 

o    Does  the  initiative  promote  broader  coverage? 

o    Is  the  initiative  good  pension  policy  as  measured  by  the 
extent  to  which  it  addresses  emerging  social, 
demographic  and  economic  changes  or  is  it  motivated 
primarily  by  revenue  concerns? 

The  components  of  a  secure  retirement  income  used  to  be 
analogized  to  a  "three-legged  stool"  but  the  components  have 
expanded  over  the  years  to  more  accurately  reflect  other  sources 
of  retirement  security  (e.g.,  employer  provided  retiree  health 
benefits).   As  demographic  and  social  changes  have  occurred  (e.g., 
retirees  living  longer),  the  retirement  income  system  has  evolved, 
as  have  the  sources  and  products  to  realize  retirement  needs. 
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These  demographic  and  social  trends  will  continue  to  evolve  into 
the  next  century  and  the  current  savings  vehicles  may  be 
Inadequate  to  meet  future  retirees'  retirement  Income  needs. 
Therefore,  we  urge  Congress  to  recognize  these  changes  and  to 
develop  a  rational  retirement  income  policy  that  reflects  these 
trends.   It  is  also  vital  for  Congress  to  recognize  and,  if 
possible,  quantify  the  growing  gap  between  what  our  current 
system,  which  is  heavily  based  on  savings  and  asset  accumulation, 
can  provide,  and  what  the  retirement  income  security  needs  of  an 
aging  population  will  be.   He  believe  that,  once  this  gap  is 
addressed  and  quantified,  new  approaches  to  retirement  income 
security  must  be  developed. 

Conclusion 

The  framework  of  our  present  system  of  providing  retirement 
Income  is  sound  although  under  stress.   On  the  whole.  Social 
Security  is  doing  a  good  job  of  providing  a  basic  floor  of 
retirement  protection.   The  private  sector  is  making  an  Important 
and  Indispensable  contribution  towards  supplementing  this  basic 
floor  of  protection  through  employer-sponsored  pension  plans. 
Individual  savings  for  retirement  remain  weak.   What  is  needed  now 
is  a  consistent  and  rational  approach  to  ensure  that  the 
components  of  the  retirement  system  continue  to  grow  and  provide 
stability  and  security  for  individuals  who  retire  in  the  next 
century.   A  national  retirement  income  policy  would  ensure  this 
stability.   The  ACLI  strongly  believes  that  it  is  time  to  begin  a 
full  and  open  debate  on  the  issues  and  to  develop  guidelines  for 
such  a  policy  and  to  halt  further  legislative  or  regulatory 
changes  until  a  rational  retirement  income  policy  is  adopted. 

Submitted  By: 

The  American  Council  of  Life  Insurance 
1001  Pennsylvania  Avenue,  N.W. 
Washington,  D.C.    30004 
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STATEMENT  OF  DONALD  S.  GRUBBS,  JR. 

FOR  THE  RECORD  OF  THE  HEARING  ON 

RETIREMENT  INCOME  SECURITY:   CAN  THE  BABY  BOOM 

GENERATION  AFFORD  TO  RETIRE? 

SUBCOMMITTEE  ON  SOCIAL  SECURITY 

COMMITTEE  ON  WAYS  AND  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES 

SEPTEMBER  21,  1993 

Introduction 

My  name  is  Donald  S.  Grubbs,  Jr.  I  am  president  of  Grubbs  and 
Company,  Inc.,  a  consulting  actuarial  firm  located  in  Silver 
Spring,  Maryland.  I  am  a  Fellow  of  the  Society  of  Actuaries  and 
am  adidtted  to  the  District  of  Columbia  Bar.  I  was  formerly 
Director  of  the  Actuarial  Division  of  the  Internal  Revenue  Service. 
I  was  a  member  of  the  Social  Security  Technical  Panel  of  the  1991 
Advisory  Council  on  Social  Security. 

My  comments  are  solely  my  own  and  do  not  represent  any  client  or 
any  of  the  organizations  with  which  I  am  affiliated.  They  are 
presented  in  an  effort  to  help  bring  an  adequate  retirement  income 
to  American  workers. 

Whether  the  baby  boom  generation  can  afford  to  retire  will  depend 
in  large  part  on  the  amount  of  Social  Security  benefits  they 
receive.  My  comments  address  the  long-term  funding  problems  of 
the  Social  Security  OASDI  program  in  light  of  the  expected  bulge 
in  recipients  when  the  baby-boomers  retire. 

To  solve  these  problems  I  recommend  that  the  Social  Security  Act 
be  ajnended  to  include  automatically  triggered  adjustments  in  future 
Social  Security  benefits  and  taxes  in  order  to  eliminate  the 
possibility  that  income  and  reserves  will  be  inadequate  to  pay 
future  benefits. 

THE  PROBLEMS 

When  the  baby  boomers  retire,  the  benefits  under  the  Old-Age  and 
Survivors  Insurance  and  Disability  Insurance  Trust  Funds  will 
exceed  the  taxes  if  no  changes  are  made  in  the  progrcun,  according 
to  projections  by  the  Social  Security  Administration.  As  a  result 
the  system's  income  and  reserves  would  at  some  point  be  inadequate 
to  pay  current  benefits.  If  no  change  is  made  in  the  present 
system,  this  inability  to  pay  full  current  benefits  is  projected 
to  occur  in  2036  under  the  intermediate  II  assumptions,  and  in  2017 
under  the  pessimistic  III  assumptions  (see  graph  attached).  Such 
a  situation  would  be  somewhat  similar  to  the  1983  crisis,  when  we 
read  stories  of  Social  Security  going  "bankrupt". 

This  potential  default  gives  rise  to  several  problems. 

Loss  of  Public  Confidence 

In  a  survey  by  the  Gallup  Organization  and  the  Employee  Benefits 
Research  Institute,  only  49%  of  the  adults  polled  "expressed 
confidence  that  the  Social  Security  system  will  be  able  to  pay  them 
a  benefit  when  they  retire." 

Many  believe  that  the  1983  crisis  and  the  publicity  associated  with 
it  significantly  contributed  to  the  lack  of  public  confidence. 
Projections  of  the  trust  fund  (attached)  encourage  the  perception 
that  the  funds  will  "go  broke". 

Most  experts  believe  that  such  fears  are  unrealistic,  since 
Congress  can  be  expected  to  take  action  -  perhaps  at  the  last 
minute  -  to  assure  that  the  checks  go  out  on  time.  While  the  basis 
of  the  fears  may  be  unrealistic,  the  fears  themselves  are  very 
real.  The  danger  may  be  remote,  but  the  lack  of  confidence  is 
present  today. 

If  the  change  I  propose  were  adopted,  the  Social  Security 
Administration  could  conduct  an  educational  program  proclaiming 
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that  the  law  has  built-in  automatic  adjustaients  to  assure  that  the 
resources  of  the  fund  will  always  be  sufficient  to  meet  the  outgo. 

Meed  for  Radical  Adjustments 

The  long-term  projections  on  intermediate  II  assumptions  indicate 
that,  if  the  law  is  not  amended,  the  fund  could  operate 
satisfactorily  until  2036,  when  suddenly  there  would  be  a  shortfall 
of  approximately  3.5%  of  covered  payroll.  This  would  require  an 
increase  in  the  combined  payroll  tax  of  3.5%  of  payroll  (1.75%  each 
for  employers  and  eiq>loyees),  or  a  reduction  in  benefits  for  those 
already  in  pay  status  of  approximately  20%,  or  some  painful 
combination  of  radical  tax  increases  and  radical  benefit  cuts. 

A  3.5%  increase  in  the  combined  payroll  tax  rate  spread  over  the 
43  years  until  2036,  while  not  a  joyous  happening,  would  be  no 
disaster.  Based  upon  the  intermediate  II  assumption  of  real  wage 
growth  of  1.1%  per  year,  real  wages  (adjusted  for  inflation)  would 
grow  by  60%  in  43  years.  In  this  context  a  3.5%  increase  in 
payroll  taxes  could  be  easily  absorbed,  still  leaving  workers  with 
a  substantial  increase  in  their  take-home  pay  and  in  their  standard 
of  living.  But  a  sudden  increase  of  3.5%  in  the  combined  payroll 
tax  would  be  disruptive  to  the  economy  and  would  be  politically 
unsettling.   A  gradual  approach  would  be  preferable. 

Decision  Amid  rriais 

The  political  crisis  created  by  a  trust  on  the  verge  of  becoming 
exhausted  is  not  the  best  framework  to  make  reasoned  long-term 
policies  for  the  social  security  system.  Congress  and  the 
president  Biay  be  confronted  with  the  unpalatable  choice  between  a 
significant  tax  increase  or  a  drastic  benefit  cut.  A  game  of 
political  brinkmanship  may  be  played  by  both  parties,  with  bonus 
points  if  you  can  blame  your  political  opponents  for  Social 
Security  checks  not  going  out  on  time.  An  automatic  mechanism 
would  avoid  such  games. 

CHARACTERISTICS  OF  A  DESIRABLE  SOLUTION 

The  following  characteristics  are  suggested  for  a  suitable 
solution: 

1.  The  solution  should  prevent  any  possible  default  in  benefit 
payments,  removing  all  uncertainty  about  whether  the  system 
is  "in  balance"  in  the  long  run. 

2.  The  solution  should  take  place  automatically  without  the  need 
for  any  immediate  legislation,  but  should  have  the  flexibility 
to  allow  Congress  to  effect  a  different  solution  if  it 
determines  that  it  to  be  more  appropriate  at  any  time. 

3.  Die  solution  should  avoid  sudden  large  payroll  tax  increases. 

4.  The  ■olution  should  avoid  reductions  in  benefit  aaounts  and 
should  miniaize  limitations  on  COLAS. 

PROPOSED  SOLUTION 

Any  solution  needs  t%fo  parts,  a  tea^orary  solution  that  guarantees 
that  the  current  month's  checks  go  out  on  time  no  matter  what 
happens,  and  an  ongoing  solution  to  solve  longer  term  probleas. 

The  Temporary  Solution  for  Timwtdlate  Crises 

The  tem|>orary  solution  for  imsMdiate  crises  has  two  functions,  to 
assure  that  benefit  payments  are  made  on  time  and  to  provide  time 
for  longer-term  solutions  to  be  put  into  effect. 

The  proposed  tea^mrary  solution  is  automatic  borrowing  froai  two 
sources.    If  the  OASI  Trust  Fund  or  the  DI  Trust  Fund  were 
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insufficient  to  pay  the  current  month's  benefits,  a  loan  would 
automatically  be  made  from  the  other  Trust  Fund  to  the  extent  the 
other  Trust  Fund  had  available  assets.  If  this  source  were 
insufficient,  an  additional  loan  would  automatically  be  made  from 
the  federal  Treasury  to  the  Trust  Fund  in  whatever  additional 
amount  was  required  to  pay  the  current  month's  benefits. 

Such  loans  would  bear  interest  at  the  same  rate  as  would  be  earned 
on  Trust  Fund  assets,  and  would  be  repaid  as  soon  as  the  fund  ratio 
(the  ratio  of  the  Trust  Fund  to  twelve  months  of  disbursements) 
exceeds  .50  or,  if  earlier,  whenever  the  lending  Trust  Fund  is 
unable  to  pay  the  current  month's  benefits  and  the  debtor  Trust 
Fund  has  more  than  sufficient  assets  to  pay  its  current  month's 
benefits. 

The  Onaoino  Solution 

The  proposed  ongoing  solution  also  consists  of  two  parts: 

1.  a  COLA  limitation  provision  similar  to  present  law,  and 

2.  an  automatically  triggered  increase  in  the  payroll  tax. 

To  determine  whether  these  solutions  need  to  be  triggered,  by  July 
1  of  each  year  the  Chief  Actuary,  using  assumptions  and  methods 
previously  adopted  by  the  Trustees,  would  project,  separately  for 
the  OASI  Trust  Fund,  the  DI  Trust  Fund,  and  the  combined  OASDI 
Trust  Funds,  the  Projected  Fund  Ratio.  The  Projected  Fund  Ratio 
would  equal  to  the  ratio  of  the  projected  balance  of  the  Trust  Fund 
as  of  the  end  of  the  following  calendar  year  to  the  projected 
disbursements  from  the  Trust  Funds  for  benefits  and  expenses  during 
the  following  calendar  year. 

If  the  Projected  Fund  Ratio  is  less  than  .50,  two  solutions  would 
be  automatically  implemented:  a  COLA  limitation  and  a  payroll  tax 
increase.  The  COLA  limitation  would  be  based  upon  the  combined 
OASDI  Trust  Funds,  while  the  payroll  tax  increase  would  be 
determined  separately  for  each  Trust  Fund. 

The  Trustees  would  report  the  Projected  Fund  Ratio  to  Congress  by 
July  1  so  that  Congress  could  consider  whether  to  adopt  some 
alternative  solution  in  lieu  of  or  in  addition  to  the  automatic 
solution.  Thus  Congress  would  have  the  option  to  take  any  action 
it  deems  appropriate,  but  would  not  be  under  the  threat  of  an 
impending  crisis. 

The  COLA  Limitation 

If  the  COLA  limitation  is  triggered,  it  would  operate  exactly  as 
under  present  law.  The  COLA  would  be  limited  to  the  lesser  of  the 
price  increase  percentage  or  the  wage  increase  percentage. 

A  "catch-up"  provision  to  make  up  for  any  COLA  reduction  should, 
similar  to  the  present  provision,  be  triggered  at  some  higher 
Projected  Fund  Ratio  than  the  Projected  Fund  Ratio  that  originally 
triggered  the  COLA  limitation,  and  .80  is  suggested  for  this 
purpose . 

The  COLA  limitation  would  be  identical  to  that  in  the  present 
statute  except,  as  noted  above,  it  would  be  determined  earlier  and 
would  be  triggered  more  easily.  The  COLA  limitation  under  present 
law  is  determined  by  November  1  based  upon  the  actual  OASDI  fund 
ratio,  while  the  proposal  would  make  the  determination  by  July  1 
based  upon  the  projected  fund  ratio  as  of  the  end  of  the  following 
year.  The  present  law  triggers  the  COLA  limitation  if  the  fund 
ratio  is  less  than  .20,  while  the  proposal  would  trigger  the 
limitation  if  the  Projected  Fund  Ratio  is  less  than  .50.  The 
reason  for  these  differences  is  that  the  proposal  is  more  oriented 
toward  longer  range  solutions  instead  of  an  immediate  crisis.  The 
earlier  determination  allows  lead  time  to  plan  for  both  the  COLA 
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limit.ation  and  the  payroll  tax  increase,  as  well  as  to  allow 
Congress  tine  to  adopt  some  alternative  solution  if  it  chooses  to 
do  so. 

Increase  in  the  Payroll  Tax 

The  separate  Projected  Fund  Ratios  for  the  OASI  Trust  Fund  and  for 
the  DI  Trust  Fund  will  be  determined  after  talcing  account  of  the 
effect  of  the  COLA  limitation  described  above.  If  either  Trust 
Fund  would  have  a  Projected  Fund  Ratio  of  less  than  .50,  the 
employer  and  employee  payroll  tax  rate  for  the  following  year  would 
be  increased  by  the  amount  estimated  by  the  Chief  Actuary  as 
sufficient  to  increase  the  Projected  Fund  Ratio  to  .50.  However 
the  increase  in  the  OASDI  tax  rate  in  any  one  year  will  be  limited 
to  0.20%  each  for  employees  and  employers  in  order  to  avoid  a 
sudden  harsh  effect.  This  limitation  would  not  imperil  the 
program,  since  the  .50  level  of  the  Projected  Fund  Ratio  provides 
a  cushion  and  since  the  loan  provision  previously  described  would 
prevent  any  default  in  benefit  payments  in  any  event. 

The  increased  payroll  tax  rates  would  remain  in  effect  for  future 
years  unless  Congress  determines  to  reduce  them. 

POSSIBLE  MODIFICATIONS  IN  THE  PROPOSED  SOLUTION 

Various  modifications  to  the  solution  described  above  are  possible 
which  would  still  retain  the  basic  characteristics  of  the  solution. 
Some  of  these  are  described  below. 

Merge  the  OASI  Trust  Fund  and  the  DI  Trust  Fund 

The  solution  described  above  envisages  retaining  the  two  separate 
OASI  and  DI  Trust  Funds,  but  making  automatic  loans  and  loan 
repayments  between  the  two.  There  is  a  long  history  of  considering 
these  two  parts  of  the  social  security  system  together, 
reallocating  contributions  between  the  two,  and  making  loans 
between  the  two.  From  a  practical  viewpoint  the  combined  resources 
of  both  Trust  Funds  have  always  been  available  to  meet  the  needs 
of  each.  This  fundamental  interdependence  would  be  continued  under 
the  above  proposal,  except  that  it  would  be  made  formal  on  an 
ongoing  basis  by  providing  for  automatic  loans. 

As  a  practical  matter,  maintaining  two  separate  Trust  Funds  serves 
no  valid  purpose.  Therefore  it  is  recommended  that  the  two  Trust 
Funds  be  merged.  This  would  eliminate  the  need  for  inter-fund 
borrowing  between  the  two.  It  would  also  very  slightly  reduce 
accounting  and  administrative  work  for  the  trusts  and  save  a  little 
paper,  and  would  make  the  adjustment  system  easier  to  explain  and 
to  understand.  There  is  no  significant  disadvantage  to  such  a 
merger,  regardless  of  whether  any  other  aspect  of  this  proposal  is 
adopted . 

Change  the  Numerical  Factors  in  the  Proposal 

The  proposal  contains  a  variety  of  numerical  factors  and  details, 
which  are  arbitrary.  There  may  be  differing  judgments  about  the 
best  level  for  any  of  these  factors.  Any  of  them  could  be  changed 
without  altering  the  fundamental  nature  of  the  solution.  Some  of 
the  various  factors  and  details  which  might  be  considered  are  as 
follows: 

1.  the  .50  fund  ratio  as  the  trigger  for  repaying  any  loans 

2.  the  July  1  date  for  determining  the  Projected  Fund  Ratio  for 
purposes  of  triggering  the  ongoing  solution  and  of  notifying 
Congress 

3.  the  .50  Projected  Fund  Ratio  used  to  trigger  the  ongoing 
solution 
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4.  the  .50  Projected  Fund  Ratio  used  to  trigger  the  "catch-up" 
provision  to  make  up  for  the  COLA  reduction 

5.  the  .20%  limitation  on  any  increase  in  the  OASDI  payroll  tax 
rate 

Conclusion 

This  proposal,  with  or  without  modifications,  is  feasible  and  would 
accomplish  its  goals  of  eliminating  any  possibility  of  a  future 
default  and  the  problems  related  to  such  a  possibility. 
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TRUST  FUND  RATIOS  FOR   OA5I   ANO  01   TRUST  FUNDS.  COMBINED 


Source:  1993  ANNUAL  REPORT  OF  THE  BOARD  OF  TRUSTEES  OF  THE 
FEDERAL  OLD-AGE  AND  SURVIVORS  INSURANCE  AND  DISABILITY 
INSURANCE  TRUST  FUNDS 
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National  Society  of 
Professional  Engineers 


September  2,  1993 


The  Honorable  Andrew  Jacobs      .., .^ .  .,. 

f 'CharriTra"rr  Siibcorfirnittee  on  Social  Security  " 
Committee  on  Ways  and  Means 
B  316  Rayburn  House  Office  Building 
Washington,  DC  20510 

Dear  Representative  Jacobs: 

The  National  Society  of  Professional  Engineers  (NSPE),  representing  more  than 
75,000  individual  professional  engineers  throughout  the  country  in  all  technical 
disciplines  and  areas  of  engineering  practice,  including  government,  industry, 
education,  private  practice,  and  construction,  has  a  vital  interest  in  the 
formulation  of  a  sound  national  retirement  income  system. 

As  reported  on  August  26,  1993  in  the  Bureau  of  National  Affairs  (SNA) 
publication,  the  Subcommittee  on  Social  Security  is  calling  on  the 
Congressional  Budget  Office  to  examine  how  the  economy  will  support  future 
retirees  from  the  baby  boom  generation.  As  Chairman,  you  have  a  key 
understanding  of  how  federal  social  security  alone  may  be  insufficient  to  ensure 
an  adequate  retirement  income.  In  this  regard,  NSPE  wishes  to  forward  its' 
position  statement  on  retirement  income. 

Recentiy,  the  NSPE  Board  of  Directors  adopted  a  position  statement  on 
retirement  income  that  serves  as  a  guide  for  evaluating  legislation  and 
regulation  affecting  pensions  and  retirement  savings.  As  cited  in  the 
statement,  NSPE  supports  a  national  retirement  income  system  with  a  variety 
of  savings  options  and  believes  that  employers  should  assume  the  responsibility 
for  sponsoring  retirement  plans  for  their  employees.  Under  these  plans,  NSPE 
supports  mandated  portability  of  employer  contributed  benefits  from  defined 
benefit  plans  (portability  is  already  available  under  defined  contribution  plans); 
decreased  vesting  periods  from  the  current  five-year  "cliff"  standard  and  seven- 
year  "graduated"  standard  to  a  three-year  "cliff"  standard  and  a  five  year 
"graduated"  standard  and  equal  opportunity  for  all  wage  earners  to 
r4ifaw«TiiEEr 
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page  2 
September  2,  1993 

participate  in  Individual  Retirement  Accounts  (IRAs). 

On  behalf  of  the  engineering  community,  NSPE  appreciates  the  opportunity  to  express 
Its'  position  on  retirement  income  and  looks  forward  to  working  with  Congress  and 
the  Administration  on  legislation  concerning  the  national  retirerrient  income  system. 
In  the  meantime,  if  we  may  provide  specific  information  on  this  issue,  please  contact 
me  or  Christine  Corrado,  Manager,  Congressional  and  Political  Affairs  at  703/684- 
2844. 

Sincerly. 


M^',^^m. 


Executive  Director 
Enclosure 
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STATEMENT  OF  HON.  JOHN  EDWARD  PORTER, 
A  REPRESENTATIVE  IN  CONGRESS  FROM  THE  STATE  OF  ILUNOIS 

Chairman  Jacobs,  Congressman  Bunning  and  members  of  the  Subcommittee,  thank  you  for 
granting  me  this  opportunity  to  submit  testimony  to  the  Ways  and  Means  Committee's 
Subcommittee  on  Social  Security.    My  purpose  in  doing  so  today  is  to  discuss  H.R.  306, 
legislation  I  have  reintroduced  in  this  Congress  to  partially  privatize  the  Social  Security  Trust 
Fund  reserve.   Enactment  of  this  legislation  is  needed  to  ensure  the  long-term  solvency  of  the 
Social  Security  system  and  protect  the  Social  Security  benefits  of  the  baby  boom  generation. 
This  legislation  would  significantly  benefit  the  nation's  economy  as  well. 

As  you  both  know,  the  1983  Social  Security  amendments  increased  Social  Security  payroll 
taxes  in  order  to  create  a  reserve  within  the  Social  Security  Trust  Fund.   The  reserve  is 
intended  to  cover  the  shortfall  between  the  Social  Security  system's  tax  and  interest  income 
and  its  benefit  outgo  which  will  occur  when  the  baby  boom  generation  retires  and  draws 
Social  Security  benefits.   At  that  time,  there  will  be  approximately  25  million  more  retirees 
on  the  Social  Security  benefit  rolls  than  there  are  today  without  a  proportionate  increase  in 
tax-paying  workers.   The  reserve  is  thus  designed  to  protect  future  workers  from  sharp 
increases  in  payroll  taxes  which  would  otherwise  occur  if  Social  Security  was  operated  under 
a  strict  pay-as-you-go  financing  system.   While  those  tax  increases  could  be  mitigated 
through  significant  cuts  in  Social  Security  benefits,  such  cuts  are  not  likely  to  occur  given  the 
the  apprehension  with  which  Members  of  Congress  approach  the  issue. 

Thus,  in  light  of  the  fiscal  igipact  of  the  baby  boomers  and  the  need  to  protect  future 
workers  from  higher  taxes,  the  Trust  Fund  reserve  is  a  wise  management  tool  which  should 
be  maintained.   Unfortunately,  current  law  governing  the  investment  and  managment  of  the 
reserve  is  fueling  Congressional  profligacy  and  will  eventually  undermine  the  Social  Security 
system.    I  believe  we  should  maintain  the  reserve,  but  change  the  way  the  government 
handles  it  by  enacting  H.R.  306.   Some  discussion  of  the  operation  of  the  Social  Security 
system  is  in  order  before  I  discuss  my  legislation. 

Each  year,  the  Social  Security  system  receives  various  tax  revenues,  which  are  used  first  to 
pay  the  benefits  of  current  beneficiaries.   Surplus  funds  left  over  after  these  payments  -  the 
annual  reserves  -  are  by  law  invested  in  a  special  type  of  interest-bearing  Treasury  bond. 
Surpluses  "invested"  in  Treasury  bonds  are  credited  on  government  ledgers  to  the  Social 
Security  Trust  Fund  and  the  U.S.  Treasury  receives  the  cash.   The  Trust  Fund  surplus,  then, 
is  actually  a  collection  of  government  I.O.U.s. 

It  is  the  transfer  of  reserve  cash  to  the  Treasury  which  creates  serious  problems  since  this 
cash  is,  from  the  standpwint  of  the  Treasury,  indistinguishable  from  any  other  revenues  paid 
to  the  federal  government.    Because  current  law  does  not  require  that  the  reserve  money  be 
set  aside  or  otherwise  saved  separately  from  other  government  funds,  and  because  the  federal 
government  continues  to  run  annual  budget  deficits,  the  reserve  funds  end  up  financing 
present-day  general  operations  of  the  government.   In  other  words,  the  Social  Security  Trust 
Fund  surplus  finances  part  of  today's  deficit  spending! 

If  left  unchecked,  current  law  governing  the  Trust  Fund  reserve  will  cause  a  serious  fiscal 
crisis  when  the  baby  boomers  retire.    At  that  time,  the  Social  Security  system  will  begin 
redeeming  its  Treasury  bonds  in  order  to  pay  retirement  benefits.   When  these  transactions 
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take  place,  the  federal  government  will  have  to  produce  literally  hundreds  of  billions  of 
dollars  in  each  of  several  years  to  pay  off  the  bonds  held  by  Social  Security.   Since  the 
money  obtained  from  issuing  the  bonds  will  have  already  been  spent  on  today's  deficits,  the 
federal  government  at  that  time  will  have  to  obtain  it  by  either  raising  taxes  or  by  sharply 
cutting  spending  on  other  federal  programs.   If  these  options  are  unpalatable,  the  government 
may  instead  choose  to  renege  on  its  promise  to  the  baby  boomers  and  reduce  or  even 
eliminate  their  Social  Security  benefits.   None  of  these  options  are  acceptable  to  me. 

Because  the  excess  money  is  simply  making  it  easier  for  Congress  to  continue  deficit 
spending,  1  have  reintroduced  legislation,  H.R.  306,  which  would  cut  Social  Security  payroll 
taxes  by  one  percent  each  for  both  employers  and  employees.   (This  legislation  is  an  updated 
version  of  legislation  I  introduced  in  the  last  Congress,  H.R.  1647.)  This  tax  cut  would  be 
saved  in  mandatory  Individual  Social  Security  Retirement  Accounts,  or  ISSRAs.  These  IRA- 
like  accounts  would  be  held  in  private  sector  entities  and  would  accrue  tax-free  interest  over 
the  working  lifetime  of  the  individual.  The  accounts  would  be  owned  by  individual 
recipients  who  would  direct  bonded  ISSRA  trustees  in  investing  ISSRA  monies.   While  my 
legislation  contains  no  specific  guidelines,  I  conceive  of  ISSRA  account  investments  as  being 
limited  by  law  to  non-speculative  investments  such  as  high  grade  corporate  bonds,  bank 
accounts,  and,  yes,  even  government  bonds.   The  ISSRA  system  would  be  phased  in 
gradually  and  would  take  roughly  forty  years  before  becoming  fully  vested.   I  should  note 
that  my  legislation  affects  only  the  Trust  Fund  reserves.    It  does  nol  change  current  law 
governing  replacement  rates,  cost  of  living  adjustments,  or  scheduled  changes  in  the  Social 
Security  retirement  age. 

Under  this  system,  an  individual's  Social  Security  benefiU  would  consist  of  two  parts:   first, 
an  annuity  purchased  with  the  person's  ISSRA  funds.  The  second  part  would  be  an  adjusted 
payntent  from  the  Social  Security  Trust  Fund.  I  would  like  to  eventually  refine  the  plan  to 
include  a  safety  mechanism  to  ensure  that  an  individual's  Social  Security  benefits  would  be  at 
least  as  large  as  they  are  supposed  to  be  under  current  law.    At  the  very  least,  establishment 
of  an  ISSRA  system  would  give  the  baby  boomers  the  monies  they  have  in  their  ISSRAs  to 
use  for  retirement.   Under  the  current  system,  they  may  well  end  up  receiving  little  if  any 
money  from  Social  Security  given  the  demographic,  fiscal  and  trust  fund  management  issues 
discussed  above. 

By  making  this  change,  my  legislation  would  partially  privatize  the  Trust  Fund  reserve  and 
thereby  take  from  Congress  the  funds  it  is  su(^>osed  to  save  but  which  it  instead  spends  on 
present-day  deficit-running  federal  budgets.  This  change  would  protect  the  baby  boomers 
from  cuts  in  Social  Security  benefits  and  protect  future  workers  from  huge  tax  increases.   It 
would  also  prevent  the  need  for  enormous  future  cuu  in  government  programs  to  finance 
redemption  of  the  Social  Security  Trust  Fund's  bonds. 
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Moreover,  my  legislation  would  opea  up  a  large  source  of  badly  needed  capital  to  the  private 
sector.    The  availability  of  that  capital  would  help  lower  interest  rates  and  spur  job-creating 
economic  growth.    The  ISSRA  system  would  give  every  American  worker  a  direct  stake  in 
the  economy,  and  would  also  form  the  basis  of  what  could  become  the  nation's  first  fully 
portable  pension  system.    For  instance,  workers  might  eventually  ask  their  employers  to 
make  retirement  plan  contributions  to  the  ISSRA,  rather  than  to  a  company  plan.    In  an 
increasingly  mobile  economy,  such  a  system  would  certainly  prove  attractive  to  American 
workers. 

I  realize  that  one  criticism  my  colleagues  might  have  of  the  ISSRA  plan  as  described  here  is 
that  the  investment  guidelines  allow  people  to  invest  in  Treasury  bills   -  something  I  am 
trying  on  one  level  to  prevent  the  government  from  doing.   My  answer  is  that  allowing  such 
investments  leaves  the  choice  up  to  the  individual  rather  than  having  the  government  do  so 
on  its  own  initiative.    I  would  note  that  a  greater  proportion  of  federal  debt  instruments 
would  be  held  by  American  citizens,  not  foreign  creditors. 

Social  Security  is  at  a  crossroads.    Returning  to  pay-as-you-go  financing  sets  up  tomorrow's 
workers  for  huge  tax  increases.    Doing  nothing  places  the  baby  boom  generation  at  serious 
risk  during  their  retirement  years.    We  must  act  now  to  avoid  both  of  these  outcomes  and  to 
extend  the  life  of  the  Social  Security  system.    I  submit  the  ISSRA  system  as  one  way  we  can 
avert  these  crises  and  simultaneously  strengthen  our  economy. 

I  thank  the  Subcommittee  for  this  opportunity  and  would  welcome  the  opportunity  to  appear 
before  it  in  person. 
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